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FRANCHISING:  IS  SEL'F-REGULATION 
SUFFICIENT? 


WEDNESDAY,  APRIL  21,  1993 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2359- 
A,  Rayburn  House  Office  Building,  Hon.  John  J.  LaFalce  (chair- 
man of  the  committee)  presiding. 

Chairman  LaFalce.  The  Committee  on  Small  Business  will  come 
to  order. 

Our  hearing  today  continues  the  Small  Business  Committee's  in- 
quiry into  key  issues  of  business  franchising.  During  the  past  3 
years,  our  committee  has  endeavored  to  bring  before  the  Congress 
a  variety  of  issues  and  problems  involving  both  the  sale  of  fran- 
chises to  the  public  and  the  conduct  of  franchise  business  relation- 
ships. This  effort  has  sought  to  emphasize  the  growing  importance 
of  franchising  in  our  Nation's  economy,  and  to  highlight  the  bene- 
fits and  the  pitfalls  of  franchising  as  an  avenue  for  small  business 
ownership  and  as  a  method  for  promoting  small  business  growth. 

Since  the  committee's  last  formal  hearing  on  franchising  last 
July,  I  have  noticed  a  shift  in  the  focus  of  public  debate  over  fran- 
chising— from  arguments  of  whether  serious  problems  exist  in  fran- 
chise sales  and  relationships  to  discussion  of  appropriate  methods 
for  addressing  any  problems  or  abuses  that  may  exist.  I  see  this  as 
an  extremely  important  and  promising  development. 

In  May  of  1991,  I  had  the  pleasure  of  addressing  the  annual  legal 
symposium  of  the  International  Franchise  Association,  the  IFA, 
where  I  outlined  the  problems  the  committee  had  found  in  more 
than  a  year  of  investigation  into  franchising,  and  offered  the  re- 
sources of  our  committee  to  assist  the  IFA's  membership  to  initiate 
a  broad  discussion  of  franchising  problems  and  appropriate  reme- 
dies. 

I  explained  my  own  philosophy  of  regulation  as  one  emphasizing 
"what  the  private  sector  should  and  can  do  voluntarily,  it  should 
do;  but  what  the  private  sector  cannot  do.  Government  should  at- 
tempt to  regulate  for  the  purposes  of  the  public  good." 

I  also  expressed  my  belief  that  it  was  imperative  for  the  assem- 
bled franchisors  "to  begin  to  address  the  problems  of  franchising  to 
assure  that  their  reputations  remain  unblemished  by  the  actions  of 
others,  and  to  assure  that  abuses  in  the  industry  do  not  lead  to  un- 
necessary or  excessive  regulation." 
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I  meant  those  words  when  I  said  them  2  years  ago,  and  I  contin- 
ue to  believe  them  today.  Unfortunately,  the  type  of  broad,  con- 
structive dialog  between  franchisors,  franchisees  and  public  offi- 
cials which  I  had  hoped  to  encourage  at  that  meeting  did  not 
ensue. 

In  recent  months,  however,  we  have  seen  important  signs  of 
change.  The  incoming  chairman  of  the  IFA  and  several  forrner  IFA 
chairmen  have  made  public  statements  calling  on  franchisors  to 
move  beyond  the  "we  versus  them"  mentality  that  has  come  to 
dominate  attitudes  toward  franchisees  and  to  seek  increased  coop- 
eration and  partnership. 

Last  fall,  the  IFA  revised  its  code  of  ethics  to  attempt  to  respond 
to  many  of  the  grievances  expressed  by  franchisees.  More  recently, 
the  association  has  proposed  a  number  of  new  initiatives  to  facili- 
tate alternative  dispute  resolution  mechanisms,  franchisor-franchi- 
see councils  and,  even,  eventual  full  membership  in  the  association 
for  franchisees.  Influential  voices  within  and  outside  the  IFA  have 
also  called  for  concrete  and  meaningful  steps  toward  industry  self- 
regulation. 

I  would  like  to  believe  that  the  activities  of  this  committee  may 
have  been  responsible  at  least  in  part  for  some  of  these  positive  de- 
velopments. 

The  purpose  of  today's  hearing  is  to  initiate  public  discussion  of 
self-regulation  and  franchising.  Our  committee  is  interested  in  the 
details  of  such  initiatives,  now  being  undertaken,  and  the  outlines 
of  those  contemplated  for  the  future. 

What  forms  should  self-regulation  take?  How  broadly  would  it 
apply?  What  enforcement  mechanisms  are  contemplated? 

Of  equal  interest  are  questions  relating  to  the  broader  issue  of 
self-regulation.  Is  self-regulation  in  fact  possible  in  franchising?  Or 
is  it,  in  itself,  sufficient  to  address  the  problems  and  disputes  that 
appear  to  have  increased  in  franchising  in  recent  years? 

Testifying  this  morning  will  be  a  panel  of  very  capable  experts 
on  franchising  who  will  approach  this  issue  and  these  questions 
from  a  variety  of  perspectives.  I  had  hoped  today's  panel  would 
have  also  included  the  current  chairman  of  the  International  Fran- 
chise Association,  Stephen  Lynn,  who  could  have  offered  the  valua- 
ble perspective  of  a  large  franchisor,  and  at  least  one  of  the  two 
former  IFA  chairmen  who  were  also  invited  to  appear  today.  Un- 
fortunately, because  of  the  lateness  of  our  invitation,  in  part,  and 
because  of  the  demands  of  business  and  the  many  activities  associ- 
ated with  the  IFA's  International  Franchise  Exposition  later  this 
week  have  precluded  their  appearance  here  today. 

However,  this  is  an  issue  the  committee  intends  to  pursue  again 
in  the  future  and  we  surely  will  provide  additional  opportunities  to 
hear  from  these  and  other  witnesses,  and  it  is  my  understanding 
that  they  are  also  very  desirous  of  testifying. 

Let  me  emphasize  once  again  the  importance  of  the  changed  tone 
of  the  debate  amongst  franchisors  and  also  of  the  initiatives  being 
discussed  today  by  franchisors.  Whether  these  initiatives  can  bring 
greater  balance  and  harmony  to  franchising,  or  whether  additional 
private  or  public  measures  are  necessary  are  questions  we  must 
continue  to  give  broad  public  analysis  to. 


As  I  stated  2  years  ago,  I  believe  this  is  of  vital  importance  that 
all  parties  in  franchising  join  in  meaningful  discussion  of  ways  to 
improve  this  vital  business  concept  that  is  of  such  critical  impor- 
tance for  small  business  development  and  for  our  Nation's  econo- 
my. 

[Chairman  LaFalce's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  I  would  like  to  call  on  the  Ranking  Minority 
Member,  Mrs.  Meyers,  for  any  statement  she  might  wish  to  make. 

Mrs.  Meyers.  Thank  you,  Mr.  Chairman. 

I  thank  you  for  holding  this  hearing  to  protect  unsuspecting 
franchise  buyers  from  unprincipled  sellers.  I  join  you  in  welcoming 
all  of  our  witnesses  today,  and  because  I  am  eager  to  hear  their 
testimony  I  will  offer  only  a  few  brief  opening  comments. 

Let  me  begin  by  congratulating  the  franchisors  and  the  franchi- 
sees who  are  helping  them,  for  invigorating  and  extending  their 
self-regulatory  system.  By  energetically  policing  their  own  ranks, 
the  franchise  industry  can  address  most  of  the  disclosure  and  rela- 
tionship problems  that  exist  between  franchisees  and  franchisors. 
Such  self-regulation  would  allow  the  Federal  Trade  Commission 
and  the  various  State  authorities  the  opportunity  to  concentrate  on 
the  worst  offenders,  the  few  totally  unscrupulous  fly-by-night  oper- 
ators who  prey  on  the  unwary. 

The  processes  and  codes  that  define  self-regulation  are  not  all 
that  stand  between  the  aggrieved  and  those  that  they  challenge. 
Self-regulation  is  only  the  first  line  of  defense.  Behind  it  stand  the 
FTC  and  State  enforcers,  all  of  which  are  empowered  to  resolve  dif- 
ferences, ensure  a  level  playing  field  and  to  ferret  out  offenders 
and  bring  them  to  justice. 

I  still  believe,  however,  that  the  private-sector  solutions  are  pref- 
erable to  Government  mandates  and  bureaucracy.  By  working  to- 
gether, perhaps  franchisees  and  franchisors  can  solve  their  differ- 
ences and  find  equitable  solutions  to  the  natural  tensions  that  pri- 
vate contractual  arrangements  inevitably  produce. 

As  the  Australian  franchising  task  force  concluded  last  year 
after  an  exhaustive  study,  and  I  quote,  "The  advantages  of  a  self- 
regulatory  code  are  that  it  is  fundamentally  industry  or  sector 
based,  and  minimizes  the  intervention  of  Government.  The  admin- 
istrative costs  and  the  policing  and  enforcement  requirements  are 
reduced.  It  provides  a  workable  framework  in  which  the  franchis- 
ing sector  can  grow  and  prosper." 

I  congratulate  the  International  Franchise  Association  for  insti- 
tuting an  alternative  dispute  resolution  process  based  upon  the 
Australian  model  to  work  out  problems  between  franchisees  and 
franchisors,  if  possible,  without  costly  litigation  and  attorneys'  fees. 

As  the  program  was  just  instituted  in  February,  it  is  really  too 
soon  to  measure  the  results.  However,  I  think  we  ought  to  give  this 
and  the  new  code  of  ethics  a  chance  to  work  before  pushing  for- 
ward with  extensive  new  Federal  regulation. 

Of  course,  we  should  help  protect  those  who  may  be  naive  from 
predators,  but  we  should  do  so  in  ways  that  maximize  potential  and 
profits  and  not  ways  that  stifle  the  growth  and  opportunity  that  so 
many  small  business  persons  have  enjoyed  as  franchisees. 


Again,  thank  you,  Mr.  Chairman,  for  holding  this  hearing,  and  I 
look  forward  to  working  with  you  on  this  and  other  topics  affecting 
our  Nation's  small  business  community. 

Chairman  LaFalce.  Thank  you. 

Any  other  Members  have  opening  statements  they  might  wish  to 
make  at  this  time? 

Mrs.  Clayton? 

Mrs.  Clayton.  Mr.  Chairman,  I  want  to  thank  you  also  for 
having  this  hearing  and  the  substance  for  which  it  is  going  to 
cover,  which  is  very  important  to  a  number  of  persons  in  my  dis- 
trict and  in  the  country. 

Mr.  Chairman,  I  recently  became  aware  of  the  severe  difficulties 
of  a  number  of  individual  franchisees  who  have  been  confronted 
with  doing  business  with  various  chains  throughout  the  service  and 
retail  industries.  Newspaper  accounts  in  The  Wall  Street  Journal 
have  effectively  documented  the  specific  cases  in  which  small  busi- 
ness entrepreneurs  have  been  confronted  with  cases  of  discrimina- 
tion and  financial  difficulties. 

In  many  ways,  we  are  caught  in  a  dilemma  where  we  want  to  see 
self-regulation  succeed.  However,  we  are  concerned  that  is  not  the 
case,  and  we  will  urge  that  we  consider  what  else  we  must  do  to 
make  sure  that  it  is. 

We  are  told  that  self-regulation  is  an  effective  means  by  which  to 
mitigate  problems  that  may  arise.  I  am  not  yet  saying  that  is  not 
the  case,  but  I  am  saying  it  has  not  been  effective  to  date. 

However,  we  are  faced  with  indications  that  franchising  systems 
may  be  tainted  with  a  shade  of  fraud.  At  the  same  time,  we  resist 
the  temptation  to  impose  unruly  Federal  regulation  on  franchising 
systems. 

The  losers  involved  in  these  problems  are  the  thousands  of 
people  who  are  forced  out  of  their  businesses  due  to  the  financial 
reality  involved  in  turning  a  profit.  Many  small  investors  are 
driven  out  of  their  franchises  by  unfair  practices  that  they  are  sub- 
ject to  based  upon  the  terms  of  their  contract. 

Finally,  I  am  deeply  concerned  by  the  cases  of  business  discrimi- 
nation in  which  minorities  are  impelled  to  take  franchises  in  low- 
income  areas  where  operating  costs  are  exorbitant  and  profits  are 
small.  In  this  context,  my  overall  concern  is  that  there  is  an  imbal- 
ance in  the  legal  relationship  between  the  franchisor  and  the 
franchisee.  That  does  not  enable  the  due  process  or  redress  of  their 
grievances  all  the  time.  There  is  an  imbalance. 

Again,  I  am  grateful  this  problem  is  being  addressed,  so  hopeful- 
ly we  can  resolve  it. 

Chairman  LaFalce.  Ms.  Velazquez? 

Ms.  Velazquez.  Thank  you,  Mr.  Chairman. 

I  would  like  to  welcome  the  panel  to  the  hearing  today  to  investi- 
gate self-regulation  of  the  franchise  industry.  Franchising  has  been 
a  way  for  many  Americans  to  gain  a  foothold  in  the  small  business 
industry.  It  has  also  been  a  means  for  facilitating  community  de- 
velopment in  minority  communities. 

While  these  people  must  be  aware  of  the  possible  downsides  of 
starting  a  small  business,  they  must  also  feel  secure  that  their 
hard  work  and  talent  will  pay  off  in  future  profits  and  success.  Yet, 


there  are  too  many  stories  that  indicate  that  franchising  is  a 
system  strongly  favoring  the  franchisor. 

We  must  look  for  a  way  to  ensure  that  those  who  are  willing  and 
able  to  open  a  franchise  are  protected  from  unfair  practices. 

I  look  forward  to  today's  hearing  with  the  hope  that  it  will  shed 
some  light  on  the  conflicts  that  exist  between  franchisee  and 
franchisor.  I  look  forward  to  everyone's  testimony. 

Thank  you. 

Chairman  LaFalce.  If  there  are  no  other  opening  statements,  we 
will  go  to  our  panel.  I  think  we  have  four  excellent  witnesses  this 
morning.  Our  first  one  will  be  Mr.  Gil  Thurm,  senior  vice  president 
and  general  counsel  for  the  International  Franchise  Association,  in 
Washington,  DC. 

Our  second  witness  will  be  Mr.  Michaael  Garner.  Mr.  Garner  is  a 
franchise  attorney  with  the  law  firm  of  Schnader,  Harrison,  Segal 
&  Lewis  in  New  York  City.  Most  importantly,  he  serves  as  the 
editor  of  the  Franchise  Law  Journal  of  the  American  Bar  Associa- 
tion's Franchising  Forum. 

Following  Mr.  Garner  we  will  hear  from  Mr.  Harold  Brown,  a 
noted  franchise  attorney  from  Boston,  Massachusetts.  Mr.  Brown 
authored  what  was,  I  understand,  the  very  first  legal  textbook  on 
franchising  in  1969,  and  remains  one  of  our  country's  leading  au- 
thorities on  franchising,  as  well  as  one  of  the  most  prolific  writers 
on  topics  of  franchise  law. 

Our  final  witness  today  happens  to  come  from  a  county  that  I 
represent,  although  I  don't  think  we  have  had  the  pleasure  of 
meeting  before.  Mr.  Stewart  Dizak,  President  of  Video  Data  Serv- 
ices, a  national  video-taping  franchise  system  based  in  Pittsford, 
New  York,  just  outside  of  Rochester. 

Gentlemen,  I  thank  you  for  your  attendance.  Some  of  you  have 
had  to  go  to  great  difficulty  to  rearrange  your  schedules  to  accom- 
modate today's  hearing.  I  especially  thank  you. 

Let  us  begin.  What  we  will  do,  if  there  is  no  objection,  is  we  will 
put  the  entirety  of  all  your  testimony  in  the  record  as  if  it  were 
read.  Without  objection,  so  ordered.  You  may  feel  free  to  either 
read  your  testimony  or  summarize  it,  so  long  as  the  summary 
would  be  no  longer  than  the  reading  of  it. 

We  will  start  with  you,  Mr.  Thurm. 

TESTIMONY  OF  GIL  THURM,  SENIOR  VICE  PRESIDENT  AND 
CHIEF  COUNSEL,  INTERNATIONAL  FRANCHISE  ASSOCIATION 

Mr.  Thurm.  Thank  you,  Mr.  Chairman,  members  of  the  commit- 
tee. 

I  am  Gil  Thurm.  I  am  the  Senior  Vice  President  and  Chief  Coun- 
sel of  the  International  Franchise  Association. 

IFA  Chairman  Steve  Lynn  asked  me  to  thank  you  for  inviting 
him  to  testify,  and  he  does  look  forward  to  an  opportunity  to 
appear  before  this  committee  at  a  later  time.  I  appreciate  this  op- 
portunity to  appear  here  today  on  behalf  of  IFA. 

The  International  Franchise  Association  is  a  trade  association 
which  serves  as  the  voice  of  franchising.  IFA  is  a  resource  center 
for  both  current  and  prospective  franchisors  and  franchisees,  as 
well  as  for  the  Government  and  the  media. 
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Mr.  Lynn,  who  is  chairman  of  the  board  and  CEO  of  Sonic  Corpo- 
ration, recently  stated  that  his  goal  as  IFA  chairman  is  to  make 
this  a  year  of  building  bridges.  Mr.  Lynn  stated:  "I  have  witnessed 
firsthand  that  cooperation,  consensus  and  compromise  are  key  com- 
ponents of  a  successful  organization.  It  is  my  wish  to  begin  to  build 
a  bridge  between  the  franchisor  community  and  our  customers,  the 
franchisees.  Cooperation  between  these  two  groups  is  not  a  sweet 
sentiment — it  is  an  economic  necessity  to  the  future  of  franchis- 
ing." 

The  Nation's  franchised  businesses  account  for  over  one-third  of 
all  retail  sales — $758  billion — and  employ  more  than  7  million 
people.  While  other  sectors  of  the  American  economy  have  been 
shrinking  in  recent  years,  franchising  has  been  expanding. 

Chairman  LaFalce.  I  just  want  to  stop  you  there.  I  think  it  is 
important  that  we  all  digest  that  fact.  Those  who  have  been  to  our 
hearings  before  realize  it,  but  again,  we  are  now  talking  about  an 
industry  that  accounts  for  over  one-third  of  all  retail  sales,  and  em- 
ploys 7  million  people. 

Please  proceed. 

Mr.  Thurm.  Thank  you,  Mr.  Chairman. 

This  industry  also  has  created  more  than  18,500  new  businesses 
last  year,  which  added  more  than  100,000  new  jobs  to  the  economy. 
We  must  seek  ways  to  stimulate  the  growth  of  franchising,  not 
stifle  it. 

Chairman  Lynn  also  stated,  as  a  part  of  his  remarks  at  IFA's 
33rd  Annual  International  Convention  earlier  this  year,  "The 
theme  of  my  chairmanship  is  Growth  Through  Unity.  Franchisee 
and  franchisor  working  together:  Working  together  for  success, 
working  together  to  find  better  ways  to  bring  high  quality  products 
and  services  to  the  marketplace;  working  together  to  head  off  po- 
tentially harmful  influences  such  as  outside  regulation  and  legisla- 
tion; and  working  together  to  protect  the  future  of  franchising  and 
to  lay  the  groundwork  for  franchising  to  play  an  important  role  in 
our  economic  growth  well  into  the  next  century." 

To  achieve  this  desirable  result,  IFA  began  by  creating  more 
meaningful  dialog  between  franchisees  and  franchisors.  To  this 
end,  the  IFA  Board  of  Directors  voted  to  create  a  Franchisee  Advi- 
sory Council. 

This  council  has  three  goals:  To  promote  the  concept  of  franchis- 
ing as  a  mutually  beneficial  relationship  between  franchisees  and 
franchisors  within  the  IFA;  to  seek  constructive  ways  to  solve  dis- 
putes between  franchisees  and  franchisors;  and  third,  to  explore 
ways  to  increase  the  participation  of  franchisees  within  the  IFA. 

The  Franchisee  Advisory  Council  is  only  a  first  step.  Our  next 
step  is  a  move  toward  self-regulation.  In  that  regard,  IFA  has  es- 
tablished a  Franchise  Code  of  Ethics  which  sets  standards  of  con- 
duct by  franchisors  in  dealings  between  franchisees  and  franchi- 
sors. The  Franchisee  Advisory  Council  has  been  asked  to  help  us 
determine  how  this  code  will  be  enforced  throughout  our  member- 
ship. 

We  realize,  however,  that  just  setting  the  rules  will  not  prevent 
conflict.  As  Mr.  Lynn  pointed  out  at  our  recent  convention,  "the 
interdependent  nature  of  franchising  is  fraught  with  the  potential 
for  conflict.  So  another  critical  objective  for  the  coming  year  will  be 


to  seek  out  ways  of  setting  conflict  to  rest  without  resorting  to  liti- 
gation or  legislation." 

Accordingly,  IFA  and  member  companies  have  taken  steps  to 
provide  the  leadership  and  guidance  for  Alternative  Dispute  Reso- 
lution. We  believe  that  a  well-considered  Dispute  Resolution  Pro- 
gram will  serve  not  only  to  resolve  conflicts  in  the  early  stages  but 
also  to  foster  an  environment  which  will  strengthen  the  franchise 
relationship.  Building  a  spirit  of  cooperation  and  compromise  is 
critical  to  the  future  of  franchising. 

In  this  regard,  the  Center  for  Public  Resources,  CPR,  announced 
on  February  8th  that  a  group  of  major  franchise  companies  have 
joined  to  create  an  alternative  dispute  resolution  process  to  offer 
all  franchisees  and  franchisors  as  a  mediation  vehicle  to  settle 
franchise  disputes. 

Called  the  National  Franchise  Mediation  Program,  this  ADR 
process  has  been  designed  to  resolve  disputes  between  franchisees 
and  franchisors  quickly  and  cost-effectively  through  the  CPR  legal 
program. 

The  Center  for  Public  Resources'  Program  is  a  not-for-profit  alli- 
ance of  530  major  corporations,  leading  law  firms,  prominent  legal 
scholars  and  public  institutions.  Through  the  CPR  panel  of  Distin- 
guished Neutrals,  business  and  public  disputes  involving  more  than 
$5  billion  were  successfully  resolved  through  ADR  in  the  3-year 
period  ending  December  1992. 

The  founding  members  of  the  National  Franchise  Mediation  Pro- 
gram include:  Burger  King  Corporation,  Dunkin'  Donuts,  Hardee's, 
Holiday  Inn  Worldwide,  Jiffy  Lube,  McDonald's,  Pizza  Hut,  South- 
land and  Wendy's.  Additional  companies,  Kentucky  Fried  Chicken 
and  Taco  Bell,  have  also  committed  to  this  important  process. 

CPR  President  James  Henry  said  the  ADR  mediation  process 
"offers  a  less  time-consuming,  less  expensive,  less  antagonistic 
route  to  settle  disputes  than  traditional  court  proceedings,  with  an 
opportunity  to  agree  on  solutions  courts  could  not  offer.  ADR  will 
help  franchisors  and  franchisees  preserve  relationships  and  produc- 
tivity, since  both  parties  must  be  satisfied  with  the  terms  of  the 
settlement  of  their  disputes." 

"With  the  National  Franchise  Mediation  Program,  franchisees 
and  franchisors  will  be  able  to  resolve  disputes  with  the  assistance 
of  a  qualified  mediator  nominated  by  CPR  from  a  newly  organized 
panel  of  franchise  neutrals." 

All  founding  group  members  have  committed  to  participate  in 
the  next  2  years  in  a  mediated  dispute  resolution  process  for  any 
dispute  with  one  of  their  franchisees  not  resolved  through  internal 
negotiations. 

A  mediator  located  in  the  franchisee's  region  will  be  jointly  se- 
lected by  the  franchisee  and  franchisor  involved  in  the  dispute. 
Costs  will  be  jointly  shared  by  both  parties  to  the  dispute. 

The  National  Franchise  Mediation  Program  will  be  a  voluntary 
and  informal  process.  "A  mediator  has  no  power  to  impose  a  solu- 
tion on  the  parties.  Rather,  mediators  will  assist  parties  in  negoti- 
ating solutions  that  meet  their  interests  and  objectives." 

Mediation  can  generally  be  concluded  rapidly,  at  moderate  cost. 
In  this  program,  a  time  limit  will  be  set,  after  which  the  parties 


will  be  free  to  pursue  other  remedies,  unless  both  agree  to  the  con- 
trary. If  mediation  fails,  other  options  are  not  foreclosed. 

In  conclusion,  Mr.  Chairman,  we  believe  that  the  various  pro- 
grams and  initiatives  described  above  are  very  important  and  posi- 
tive first  steps  toward  self-regulation  in  the  franchising  industry. 

As  Steve  Lynn  stated  in  accepting  the  role  as  IFA  Chairman, 
"My  promise  is  that  1993  be  known  as  the  year  of  inclusion,  the 
year  in  which  franchisees  are  recognized  as  a  meaningful  part  of 
IFA,  a  year  in  which  we  celebrate  the  mutually  beneficial  aspect  of 
our  relationship,  a  year  when  franchisees  and  franchisors  unite." 

Mr.  Chairman,  Members  of  the  committee,  the  International 
Franchise  Association  appreciates  this  opportunity  to  present  its 
views  and  we  look  forward  to  continuing  to  work  closely  with  you 
and  the  members  of  the  committee.  We  would  be  pleased  to  re- 
spond to  any  questions  the  committee  may  have. 

Thank  you. 

[Mr.  Thurm's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you. 

We  will  hold  our  questions  until  all  the  panelists  have  had  an 
opportunity  to  make  their  presentations.  But  just  one  thing  I 
should  have  asked  you  at  the  beginning,  what  percentage  of 
franchisors  belong  to  IFA,  roughly? 

Mr.  Thurm.  The  percentage  of  franchisors,  I  know  it  is  a  large 
percentage  of  the  folks  who  are  franchisors,  and  also,  more  impor- 
tantly, even  though  there  are  some  franchisors  who  are  not  mem- 
bers, the  vast  majority  of  all 

Chairman  LaFalce.  I  was  told  about  25  percent  of  the  franchi- 
sors belong  to  IFA.  Is  that  a  ball-park  figure? 

Mr.  Thurm.  I  think  the  relevant  figure  is  considerably  higher, 
Mr.  Chairman.  I  will  be  pleased  to  provide  that  information  for  the 
record. 

Chairman  LaFalce.  If  others  have  some  idea,  they  can  tell  us 
later. 

Mr.  Thurm.  It  is  a  large  percentage. 

[The  following  information  was  subsequently  received  from  Mr. 
Thurm.] 

The  International  Franchise  Association's  1992  Annual  Report  included  the  fol- 
lowing information:  "Membership  in  the  International  Franchise  Association  grew 
in  1992  to  956  members,  including  150  new  members,  up  from  929  members  in  1991. 
IFA's  membership  is  comprised  of  seven  member  categories.  Full  members/382  (40 
percent);  Associate  Members/201  (21  percent);  Subsidiary  Members/71  (7.4  percent); 
Sister  Associations/26  (2.7  percent);  Educational  Members/15  (1.6  percent); 
COMFAD  Members/54  (5.6  percent);  CFS  Members/207  (21.7  percent);  TOTAL  956." 
The  more  important  consideration  is  not  the  percentage  of  franchisors  who  are 
members,  but  rather  the  percentage  of  franchising  activity  encompassed  within  our 
membership:  approximately  70  percent  of  all  franchised  outlets  are  within  the  mem- 
bership as  are  95.5  percent  of  all  major  chains. 

Chairman  LaFalce.  Our  next  witness  is  the  editor  of  the  Ameri- 
can Bar  Association's  Franchising  Law  Journal,  Mr.  Garner. 

TESTIMONY  OF  W.  MICHAAEL  GARNER.  ATTORNEY,  SCHNADER, 
HARRISON,  SEGAL  &  LEWIS 

Mr.  Garner.  Mr.  Chairman,  members  of  the  committee,  I  appre- 
ciate this  opportunity  to  talk  today  about  self-regulation  and  fran- 


chising.  I  will  not  be  reading  from  my  prepared  remarks,  but  just 
hitting  some  highlights  of  them. 

Chairman  LaFalce.  By  the  way,  I  know  you  put  your  prepared 
remarks  together  almost  overnight.  I  thought  they  were  excellent, 
very  well  organized,  et  cetera,  so  you  need  make  no  apology  for 
them  at  all. 

Mr.  Garner.  Thank  you  very  much. 

First  I  would  like  to  say  I  applaud  any  efforts  toward  self-regula- 
tion in  franchising  by  the  IFA,  by  individual  franchisors,  by  other 
groups.  I  think  that  this  can  go  a  long  way  toward  resolving  cer- 
tain types  of  conflicts  that  arise  in  the  franchisor-franchisee  rela- 
tionship. 

I  also  want  to  state  there  are  many  franchisors  out  there  who 
have  the  attitude  and  the  capacity  to  resolve  disputes  within  their 
own  system.  But  that  is  not  a  universal  phenomenon.  Problems 
remain  in  franchising.  They  are  not  limited  to  the  unscrupulous  or 
the  fly-by-night  operators.  For  reasons  I  will  touch  on  in  a  moment, 
I  do  not  think  that  self-regulation  is  the  answer  at  this  point. 

Let  me  give  you  a  few  examples  of  problems  that  have  arisen  in 
the  disclosure  area.  Last  week  when  I  received  the  committee's  in- 
vitation, I  was  trying  a  case  in  which  a  franchisee  of  the  Hardee's 
chain  had  purchased  a  franchise  on  the  basis  of  the  franchisor's 
representations  that  it  could  purchase  company-owned  stores  and 
on  the  franchisor's  disclosure  of  the  prospective  earnings  of  a  par- 
ticular location  that  was  not  in  accordance  with  the  terms  of  the 
FTC  rule. 

At  the  trial,  the  area  vice  president  of  Hardee's  admitted  that 
the  disclosure  of  that  information  was  against  Hardee's  policies, 
was  possibly  against  the  law,  that  he  was  unaware  that  his  subordi- 
nates had  given  out  this  information  over  a  period  of  some  10 
months,  and  that  he  had  no  enforcement  mechanisms  to  enforce 
the  company's  own  policies. 

We  haven't  had  a  verdict  in  that  case  yet.  But  Hardee's,  in  ap- 
proaching that  litigation,  really  didn't  dispute  the  disclosure  of  the 
earnings  claims.  They  simply  took  the  position  at  trial,  which  is 
correct  on  the  law,  that  there  was  no  private  remedy  for  that.  The 
earnings  claims,  by  the  way,  were  over  $200,000  overstated.  The 
franchisee  is  important 

Chairman  LaFalce.  It  is  important  that  you  reiterate  that  state- 
ment. They  argued  and  the  judge  accepted  as  a  matter  of  law  that, 
whether  under  State  law  or  Federal  law,  there  was  no  private 
remedy;  is  that  correct? 

Mr.  Garner.  There  was  no  private  remedy  for  the  disclosure  of 
the  earnings  claim,  and  in  fact  we  don't  know  the  result  yet,  but 
we  had  an  uphill  battle  with  the  judge  in  arguing  that  the  FTC 
rule  provided  a  standard  for  disclosure  that  could  be  applied  in  a 
common  law  context. 

What  is  significant  about  this  case  is  that  one  of  my  clients,  an 
investor,  is  a  lawyer  in  private  practice.  He  has  been  in  private 
practice  for  25  years.  He  mediates  disputes  as  a  way  of  making  his 
living.  He  is  known  in  the  community  as  a  mediator. 

He  approached  Hardee's  on  two  occasions,  visiting  their  head- 
quarters, to  try  to  reach  a  business  solution  to  this  problem.  Har- 
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dee's  would  not  listen.  They  have  decided  instead  to  proceed  with 
litigation. 

I  cite  this  as  an  example  of  an  attempt  in  the  private  context 
with  a  private  company  to  resolve  a  dispute  that  failed,  and  that 
ultimately  went  to  litigation. 

Let  me  give  you  another  example.  The  Reids,  a  family  in  Florida 
who  purchased  an  All  Tune  &  Lube  franchise,  believed  they  had 
been  defrauded  by  the  franchisor  and  there  had  been  errors  in  the 
site  selection  for  their  franchise.  They  went  to  the  IFA  with  their 
complaint.  The  IFA  assured  them  that  their  complaint  would  be 
held  in  confidence,  and  that  an  investigation  would  be  made. 

Then  they  learned  that  the  IFA  had  turned  over  their  complaint 
to  IFA's  counsel,  who  also  happened  to  be  the  franchisor's  counsel. 

Later,  they  were  informed  that  IFA's  board  was  going  to  take  up 
their  complaint.  They  wrote  to  IFA  to  find  out  what  the  status  of  it 
was.  They  never  got  a  written  response. 

Today,  no  one  can  tell  the  Reids  what  the  status  of  their  com- 
plaint with  IFA  is.  I  cite  this  as  an  example  of  attempted  self-regu- 
lation by  IFA.  I  realize  it  is  not  in  the  context  of  the  new  proposals, 
but  here  is  something  which  was  a  fairly  simple  complaint,  looks 
like  it  was  bungled. 

Finally,  let  me  cite  the  example  of  Mr.  Sign,  a  franchisor  that 
made  a  number  of  fraudulent  statements  in  its  offering  circular,  in- 
cluding the  assertion  there  was  no  material  litigation,  when  in  fact 
there  was  a  complaint  on  file  for  violation  of  the  New  York  State 
Franchise  Sales  Act,  as  well  as  a  complaint  for  securities  fraud. 
There  were  some,  over  70  franchisees  in  the  Mr.  Sign  system  when 
Mr.  Sign  went  down  the  tubes  in  1990. 

Those  franchisees  went  to  both  State  regulators  and  to  the  FTC. 
Their  complaints  fell  on  deaf  ears. 

One  of  the  groups  I  represent  have  been  able  to  prosecute  a  pri- 
vate action  against  the  franchisor,  its  officers  and  former  directors. 
They  have  invested  in  the  six  figures  in  that  private  lawsuit.  That 
is  a  remedy  that  is  not  available  to  most  franchisees. 

The  point  I  want  to  make  here  is  that  this  is  an  example  of 
where  regulation,  current  regulation  at  the  State  and  Federal  level 
has  been  ineffective  to  redress  the  complete  collapse  of  a  franchise 
system. 

I  wish  I  had  time  to  tell  you  about  the  other  franchisees  that 
have  come  to  me  from  time  to  time  with  complaints  about  their 
franchisors  that  I  have  been  unable  to  help  because  they  couldn't 
pay  the  freight.  I  am  in  private  practice,  and  those  complaints  to 
State  and  Federal  regulators  have  fallen  on  deaf  ears. 

I  have  cited  a  couple  of  disclosure  problems.  I  think  there  are 
problems  in  the  industry  with  respect  to  ongoing  support  in  par- 
ticular. 

Chairman  LaFalce.  Everything  you  have  mentioned  so  far  has 
to  deal  with  the  subjects  of  disclosure.  You  are  now  going  to  a  sepa- 
rate subject,  correct? 

Mr.  Garner.  Separate  issue,  which  is  the  franchisors'  capacity  to 
provide  ongoing  support  to  franchisees. 

There  is  a  major  franchisor  engaged  in  the  auto  repair  business 
that  for  whatever  reasons  over  the  last  3  to  5  years  has  been 
unable  to  send  people  out  into  the  field  regularly  to  consult  with 
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franchisees.  The  franchisees  thought  that  they  were  getting  a  state- 
of-the-art  system  that  would  be  maintained  regularly  and  updated 
so  that  they  would  be  able  to  provide  their  customers  with  state-of- 
the-art  services.  The  franchisor  has  been  unable  to  do  that. 

There  are  now  several  lawsuits,  if  not  dozens,  pending  against 
the  franchisor  in  connection  with  that. 

Another  major  Fortune  500  corporation  thought  it  would  be  a 
good  idea  to  get  into  the  franchising  business,  so  they  went  out  and 
hired  a  bunch  of  franchise  executives  from  other  franchisors.  They 
learned  that  their  system  didn't  do  everything  that  they  thought  it 
could  do.  They  ended  up  handing  over  their  training  and  ongoing 
support  functions  to  one  of  their  franchisees,  who  was  in  fact  more 
experienced  in  the  area  than  they  were.  They  are  now  talking 
about  selling  the  system  to  one  of  their  franchisees. 

Mr.  Chairman,  you  asked  what  changes  are  needed  in  franchis- 
ing to  address  these  types  of  problems.  I  think  that  what  is  needed 
is  a  change  in  attitude  more  than  anything  else. 

What  I  see  in  my  practice  in  some  instances,  in  the  instances 
where  there  are  problems,  are  attitudes  by  franchisors  that  they 
can  do  no  wrong.  If  they  have  complied  with  the  minimal  disclo- 
sure requirements,  well,  the  compliance  is  complete,  there  is  no 
private  remedy  under  the  FTC  act,  too  bad  if  the  business  fails. 

Franchisors,  I  think,  need  to  adopt  an  attitude 

Chairman  LaFalce.  I  want  to  make  sure  all  the  Members  under- 
stand what  you  said.  Although  there  is  an  FTC  disclosure  rule, 
there  is  no  private  remedy  automatically  available  under  that  Fed- 
eral law  for  it.  It  must  be  enforced  exclusively  by  the  FTC.  Or  if 
there  is  a  State  little  FTC  act,  there  might  be  a  private  remedy  in 
that  State.  Most  States  don't  have  little  FTC  acts. 

Mr.  Garner.  I  think  it  is  important  to  emphasize  in  that  regard 
that  the  FTC  rule,  for  example,  on  earnings  claims,  is  a  broad  pro- 
phylactic rule  that  says,  "Thou  shalt  not  make  earnings  claims  dis- 
closures unless  you  comply  fully  with  the  rule." 

It  is  a  rule  that  does  away  with  the  requirements  that  you  have, 
say  in  a  common  law  fraud  context  where  you  have  to  prove  intent 
to  defraud,  you  have  to  prove  that  the  earnings  claim  was  false, 
known  to  be  false  when  it  was  made.  There  is  a  purpose  in  that 
broad  prophylactic  rule,  which  is  to  prevent  the  possibility  of  mis- 
representation to  franchisees. 

The  fact  that  franchisees  cannot  go  into  court  and  prosecute  an 
action  on  the  basis  of  that  rule  means  that  they  are  faced  with 
proving  a  common  law  fraud  claim  which  is  far  more  difficult  to 
prove. 

I  don't  think  that  self-regulation,  certainly  at  this  point,  is  a 
remedy  that  can  work  to  alleviate  these  problems.  First  of  all,  we 
have  the  question  of  who  is  going  to  do  this. 

Let's  assume  that  IFA  successfully  launches  its  alternative  dis- 
pute resolution  program.  Well,  I  don't  know  what  the  number  is, 
Mr.  Chairman,  of  how  many  companies  are  out  there  that  are  not 
members  of  the  IFA,  but  all  you  have  to  do  is  visit  a  local  news- 
stand and  pick  up  one  of  the  directories  of  franchise  opportunities, 
and  you  will  find  scads  of  names  that  are  not  IFA  members. 

This  is  particularly  significant  because  I  think  that  many  abuses 
do  occur  with  startup  companies.  Maybe  they  don't  even  know  the 
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IFA  exists,  but  there  is  no  way  that  IFA  is  going  to  be  able  to 
poUce  them. 

Assuming  that  there  is  some  kind  of  alternative  dispute  resolu- 
tion or  some  type  of  self-regulation,  even  within  the  scope  of  that 
self-regulation  you  have  the  question  of  what  sanctions  are  going  to 
be  imposed.  I  haven't  seen  anything  that  tells  me  what  the  sanc- 
tions are. 

I  don't  think  expulsion  from  an  industry  body  is  going  to  be 
meaningful  to  a  franchisor.  I  am  not  sure  you  are  going  to  see  an 
alternative  dispute  resolution  panel  inclined  to  award  treble  dam- 
ages to  a  franchisee.  What  you  will  see  is  an  effort  to  compromise. 

Another  question  I  have  about  self-regulation  is  whether  it  will 
simply  be  another  hurdle  for  an  aggrieved  franchisee  to  surmount 
in  an  effort  to  obtain  redress  from  a  franchisor. 

I  think  there  is  a  role  for  self-regulation  today.  I  think  it  is  really 
as  an  early-warning  device.  Sometimes  if  a  problem  can  be  identi- 
fied at  its  outset,  there  can  be  mediation  to  resolve  it. 

I  will  go  back  to  the  Hardee's  example  and  see  that  if  there  had 
been  a  sincere  effort  on  the  part  of  the  franchisor  to  look  at  that  as 
a  business  problem  and  to  work  toward  a  business  solution,  there 
would  not  have  been  a  lawsuit. 

But  self-regulation,  I  have  serious  doubts  as  to  whether  it  can 
remedy  problems  that  have  blossomed  into  a  full  disaster. 

In  closing,  I  do  want  to  say  that  I  think  that  Federal  legislation 
is  needed.  I  think  it  is  needed  to  the  extent  that  a  private  right  of 
action  ought  to  be  provided  for  violations  of  the  FTC  rule. 

I  think  that  there  should  be  some  type  of  duty  of  competence, 
even  though  it  may  be  a  low  threshold  of  competence,  unless  the 
franchisor  holds  itself  out  as  having  some  greater  level  of  compe- 
tence. 

I  think  there  should  be  a  national  standard  for  termination  and 
renewal  and  transfers  of  a  franchise.  I  think  this  committee  can 
look  to  the  Petroleum  Marketing  Practices  Act  as  an  example 
where  relationship  legislation,  at  least  to  my  knowledge,  has  been 
very  successful  in  the  oil  industry,  which  is  one  of  the  branches  of 
franchising. 

Chairman  LaFalce.  The  automobile  dealers,  too. 

Mr.  Garner.  And  automobile  dealers  as  well.  Particularly  at  the 
State  level,  where  there  are  very  extensive  relationship  statutes. 

Thank  you. 

[Mr.  Garner's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much. 

Our  next  witness  I  believe  is  the  first  author  of  textbook  law  in 
franchising,  Mr.  Harold  Brown  of  Boston,  Massachusetts. 

TESTIMONY  OF  HAROLD  BROWN,  FRANCHISE  AUTHOR  AND 

ATTORNEY 

Mr.  Brown.  Thank  you  very  much,  Mr.  Chairman. 

I  am  truly  thrilled  to  see  the  activity  of  this  committee  and  to 
participate  in  some  little  fashion,  if  I  can. 

In  a  way  I  have  to  say  to  Mike  Garner,  a  competing  author  by 
the  way,  he  has  got  a  fme  book  on  franchising 
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Chairman  LaFalce.  Look  at  the  two  of  you.  I  suspect  yours  pre- 
ceded his. 

Mr.  Brown.  I  cannot  disagree  with  anything  that  he  has  told 
you.  Instead  of  reading  my  statement,  which  is  there  for  you  to  see, 
I  wonder  whether  I  might  add  a  few  observations  that  will  help 
you  to  go  forward. 

Let  me  give  you  the  benefit  of  the  result  of  55  years  of  active  liti- 
gation experience  that  I  have,  aside  from  the  30  years  in  franchis- 
ing, my  area  of  concentration.  This  is  not  an  academic  statement. 
It  is  fact. 

Settlements  of  disputes  are  a  coefficient  of  the  effective  assem- 
bling of  facts  of  creditable  law,  and  the  vigorous  pursuit  of  legal 
remedies.  Now,  that  formula  is  immutable,  and  I  hate  to  tell  you 
this,  it  is  perfect. 

One  cannot  mediate  unless  there  is  something  strong  in  the  way 
of  substantive  law  or  the  elimination  of  procedural  abuse  or  when 
one  party  knows  that  the  other  party  is  going  to  be  helpless  or 
semi-helpless. 

Let  me  repeat  it  quickly.  Effective  settlements  are  a  coefficient  of 
the  effective  assembling  of  facts  and  of  creditable  law  and  the  vig- 
orous pursuit  of  legal  remedies.  That  is  an  absolute  necessity. 

Rather  than  go  to  my  remarks  again,  I  am  going  to  add  a  fact 
story  such  as  Mike  Garner  gave  you,  because  it  occurred  so  recent- 
ly at  the  meeting  of  the  franchise  committee  of  the  American  Bar 
Association's  section  of  antitrust  law  where  I  had  the  opportunity 
to  meet  Mr.  Thurm  for  the  first  time,  and  he  mentioned  the  IFA 
code  of  ethics. 

We  were  allowed  to  pick  to  each  other  publicly,  and  I  said  to 
him,  the  same  as  Mike  has  said,  "Who  is  formulating  the  rules, 
who  is  conducting  the  sessions,  and  what  happens?"  He  said, 
"Harold,  I  am  new  at  this,  I  have  just  taken  on  this,  I  don't  really 
know." 

I  said,  "Let  me  give  you  a  case  to  worry  about,"  and  that  is  the 
case  I  am  going  to  tell  you  about  right  now.  I  am  sorry  I  have  to 
name  names,  but  these  cases  are  meaningless  without  the  naming 
of  the  names. 

Cajun  Joe  is  a  franchise  that  had  at  one  time  as  many  as  155 
franchisees,  of  whom  over  100  have  failed.  Over  100.  I  think  it  is 
125,  but  I  can't  keep  track  of  them. 

That  system  is  owned  personally  by  Mr.  Fred  DeLuca  and  his 
partner — I  think  it  is  Peter  Burns,  I  am  not  certain — who  are  also 
individually  the  owners  of  Subway.  This  is  not  a  fly-by-night 
system  that  came  into  the  arena.  Subway  has  7,500  franchisees. 
But  we  don't  have  to  guess  a  lot  about  Subway  either.  We  just  need 
to  read  occasionally  The  Wall  Street  Journal  and  its  interview  with 
Mr.  Fred  DeLuca. 

Now,  these  are  his  figures.  I  don't  quote  them  with  precision,  I 
can't  remember  every  one  of  the  figures,  but  they  are  about  right. 
He  said,  "About  15  percent  of  our  franchisees  have  failed  outright. 
Another  group  of  about  30  to  40  percent,  they  barely  manage  to 
eat."  When  you  say  that,  a  franchisor  means  he,  the  franchisee, 
and  his  wife  and  their  two  teenage  children  work  6  to  7  days  a 
week.  That  is  what  he  means. 
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Then  he  said,  "There  are  about  30  to  40  percent,  that  seem  to  be 
getting  along.  They  can  eat.  About  15  to  20  percent  are  doing  ex- 
tremely well."  That  is  not  the  96  percent  nonfailure  rate  that  was 
given  to  you  by  the  IF  A. 

Cajun  Joe  no  longer  sells  franchises,  so  its  125  out  of  155  failures 
are  not  noted  anywhere.  Subway  is  theoretically  a  separate  compa- 
ny, because  the  same  two  individuals  own  all  of  the  stock  of  both 
entities,  and  it  makes  no  report  about  Cajun  Joe's.  Nor  is  its  sorry 
record  given  to  The  Wall  Street  Journal  by  Mr.  DeLuca.  A  proud 
record! 

I  asked  Mr.  Thurm,  "What  do  you  do  with  Fred  DeLuca?"  He 
said,  "I  don't  even  know  him."  I  said,  "Well,  I  will  tell  you,  you  put 
him  on  your  board  of  directors."  I  fool  you  not. 

We  do  need,  as  Mike  has  said  to  you,  firm  understanding  of  the 
laws.  For  example,  franchisors  universally  state  that  good  faith  is 
nothing  but  honesty  in  fact  and  living  according  to  the  standards 
that  prevail  in  the  particular  trade.  I  guess  that  means  in  Cajun 
Joe's,  if  you  tell  them  how  they  are  going  to  fail,  you  are  being 
honest.  That  is  not  what  franchising  is.  Franchising  is  a  wonderful 
system.  But  the  way  that  it  is  being  done  is  wrong. 

The  Chairman  mentioned  automobiles.  How  about  Mr.  Soler, 
who  lives  in  Puerto  Rico.  He  has  a  Chrysler-Plymouth  agency  but 
he  also  has  a  Mitsubishi  agency.  He  had  difficulty  with  his  franchi- 
sor. His  franchise  agreement  says,  "Thou  shalt  arbitrate  all  dis- 
putes at  our  home  office,  in  our  language." 

Here  is  Mr.  Soler  in  Puerto  Rico,  required  to  go  to  Japan  and  to 
arbitrate  in  Japanese  before  Japanese  arbitrators.  You  may  think 
that  is  a  terrible,  terrible  arrangement.  Who  do  you  think  com- 
pelled him  to  do  it?  The  United  States  Supreme  Court.  That  is 
their  rule  in  Soler  Chrysler-Plymouth  versus  Mitsubishi. 

Think  of  what  I  have  just  said  to  you:  15,000  miles  away  to  take 
his  lawyers,  his  records,  translate  from  Spanish — I  think  they 
speak  Spanish  there — to  Japanese  and  Japanese  to  Spanish.  That 
is  not  law.  That  is  anarchy. 

The  automobile  dealers  don't  fare  any  better  because  they  have 
already  been  excepted  from  the  FTC  Disclosure  Rule.  Major  refin- 
eries all  sued  the  FTC  for  improper  procedures,  so  the  FTC  said, 
wait  a  minute,  wait  a  minute,  and  they  excepted  them  all. 

The  records  of  failure  therefore  don't  include  the  200,000  to 
240,000 — I  am  not  sure  which — of  gasoline  service  station  franchi- 
sees who  have  been  destroyed  in  the  past  10  years  in  spite  of  the 
Petroleum  Marketing  Practices  Act  that  was  snuck  through  this 
legislature  in  the  still  of  the  night.  Theoretically,  it  provided  some 
protection  but  it  provided  none,  because  it  allowed  the  major  refin- 
eries to  withdraw  from  the  marketplace:  240,000 — that  is,  98  per- 
cent of  them — independent  gasoline  service  stations  were  de- 
stroyed. 

How  about  the  500  to  1,000  truck,  automobile  and  equipment 
dealers  who  annually  go  under?  Who  would  have  the  chutzpah — I 
am  Jewish,  I  love  the  word  chutzpah — who  would  have  the  chutz- 
pah to  say  there  is  a  96  percent  rate  of  success  in  franchising  when 
we  have  figures  like  these? 
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How  about  Snap  On  Tools  and  Mac  Tools,  both  owned  by  triple  A 
companies  listed  on  the  New  York  Stock  Exchange,  who  for  10 
years  have  claimed  their  dealers  are  not  franchises? 

If  I  go  too  far,  Mr.  Chairman,  please  stop  me.  Just  let  me  tell  you 
this  one  story.  They  were  careful.  Right  after  the  FTC  rule  became 
effective  on  October  21,  1979,  Snap  On  Tools  wrote  to  the  FTC, 
gave  them  all  the  facts  and  said,  we  don't  think  we  have  to  comply 
with  your  disclosure  rule.  The  FTC  said,  on  the  facts  you  have 
given  us,  you  are  right. 

So  there  was  no  disclosure  of  the  hundreds  of  franchisees  who 
lost  all  their  money,  lost  all  their  money.  Believe  me,  they  lost  all 
their  money.  But  in  1990,  a  letter  came  from  the  FTC  to  Snap  On, 
stating  "On  the  facts  that  we  now  know,  you  misled  us.  You  are, 
and  have  been,  a  franchisor  all  along."  Their  only  defense  was  sup- 
posedly that  they  hadn't  required  their  dealers  to  pay  $500  within 
the  first  6  months  of  the  start  of  the  arrangement. 

That  $500  payment  is  one  of  the  standards  that  was  thrown  in  as 
a  matter  of  administration.  It  has  nothing  to  do  with  whether  you 
are  a  franchisee  or  a  dealer. 

The  fact  is  that  Snap  On  lied  when  it  wrote  to  the  FTC  in  1979. 
There  was  a  requirement  of  far  more  than  $500  to  be  paid  in  the 
first  6  months.  It  was  indirect,  but  it  was  there. 

Now,  are  we  making  believe?  No.  I  have  to  give  you  this  account 
of  the  Snap  On  litigation  record.  The  first  lawsuit  was  in  1985,  in 
San  Francisco.  The  Snap  On  dealer  recovered  $5  million  in  puni- 
tive damages  in  a  jury  verdict,  and  then  the  franchisor  settled.  A 
few  months  later  in  1986,  another  Snap  On  franchisee  recovered  in 
Portland,  Oregon.  He  was  awarded  $9  million  in  punitive  damage 
recovery,  and  again  Snap  On  settled.  In  between  that  and  1992, 
there  have  been  dozens,  hundreds  of  cases  against  Snap  On. 

One  of  the  most  pitiful  cases  of  all  was  the  franchisee  in  Honolu- 
lu, a  holder  of  two  college  degrees.  He  examined  what  was  going  on 
and  at  the  end  of  6  weeks  said — just  6  weeks  a  franchisee — "It  is 
mathematically  impossible  for  me  to  succeed."  He  then  committed 
suicide. 

So  we  asked.  We  found  out  a  half  a  dozen  other  dealers  commit- 
ted suicide.  Now,  that  is  the  Snap  On.  Now  we  come  right  up  to 
1992  when  a  jury  in  Raleigh,  North  Carolina,  on  behalf  of  four 
Snap  On  franchisees — who  weren't  franchises,  according  to  Snap 
On — makes  a  finding  of  $500,000  for  each  of  them  and  $5  million  in 
punitive  damages. 

Now,  mind  you,  punitive  damages  are  supposed  to  be  punishment 
and  deterrent  against  repetition.  But  from  1985  to  1992  there  were 
hundreds  of  failures  that  were  favorably  litigated.  There  was  not  a 
single  record  of  any  of  those  failures  anywhere  because  Snap  On 
said  it  was  exempt.  Compare  that  record  with  the  96  percent  fail- 
ure figure  you  have  been  given  by  the  IFA. 

Well,  Snap  On  gave  up  the  ghost  On  January  1,  1991,  and  decid- 
ed to  become  a  franchisor,  legitimately  to  come  out  of  the  closet,  so 
to  speak,  and  they  have  now  registered  and  they  are  now  making 
disclosure,  but  no  disclosure  of  any  of  those  hundreds  of  court  and 
arbitration  decisions  that  they  lost.  Of  course,  they  now  state  they 
were  "settled." 
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I  am  prejudiced.  I  am  handling  41  of  those  cases:  One  lawyer.  I 
know  of  another  lawyer  with  56  Snap  On  cases.  I  know  of  another 
with  14  of  them. 

While  this  was  going  on,  Snap  On  was  making  $100  million  a 
year  in  net  profit.  We  are  not  talking  about  a  little  piker  here.  It 
adamantly  and  falsely  claimed,  "Not  a  franchisor.  Not  included.  No 
FTC  rule."  No  disclosures,  in  spite  of  their  false  earning  represen- 
tations to  each  franchise.  A  wonderful  judge  in  northern  Idaho 
said,  "I  don't  care  whether  Mac  Tools  is  a  franchisor  or  not.  They 
are  liable  for  $50,000  in  compensatory  damages  to  this  franchisee, 
and  $500,000  in  punitive  damages."  That  was  a  1992  decision. 

Mac  Tools  had  the  identical  system  created  by  Snap  On  Tools. 
Mac  Tools  is  owned,  I  think,  by  Stanley  or  some  huge  company. 
Both  companies  simply  defied  all  of  the  relevant  laws. 

Let  me  get  back  to,  if  I  may,  to  the  IFA  Code  of  Ethics.  The  other 
things  are  all  in  my  written  statement.  I  guess  I  have  spoken  too 
long. 

Chairman  LaFalce.  Don't  omit  your  opening  paragraph,  please. 

Mr.  Brown.  All  right,  I  will  do  that.  1970,  the  Federal  Trade 
Commission  started  its  hearings  as  to  whether  or  not  to  adopt  a 
rule  that  now  exists.  The  IFA  promptly  adopted  a  supposedly  ethi- 
cal rule. 

Chairman  LaFalce.  I  was  thinking  of  a  different  opening  para- 
graph, in  your  oral  opening  statement.  But  that  is  OK.  Proceed  as 
you  wish. 

Mr.  Brown.  They  adopted  a  code  of  ethics  in  1970.  They  said, 
"Let's  have  self-regulation.  Let's  try  it  our  way."  By  the  way,  it 
wasn't  a  bad  code  of  ethics,  if  you  looked  only  at  the  code  itself. 

Then  IFA  said,  "Don't  have  conduct  regulation.  We  will  get 
along  with  disclosure."  That  was  a  sort  of  dichotomy.  But  in  any 
case,  the  IFA  played  the  game  for  10  years  until  the  FTC  finally 
adopted  its  Pre  Sale  Disclosure  Rule,  effective  October  21,  1979.  As 
you  know,  it  had  no  private  cause  of  action,  and  as  your  Chairman 
has  said,  only  a  sparse  amount  of  enforcement. 

Is  there  a  reason  why  people,  good  American  citizens,  shouldn't 
all  have  access  to  the  same  legal  rights?  Why  should  only  the  citi- 
zens of  a  dozen  States  be  able  to  enforce  the  FTC  rule  against 
franchisors? 

This  committee  is  doing  a  very,  very  valuable  service.  I  think  it 
may  have  intended  it,  but  if  it  didn't,  just  as  good,  take  credit  for 
it. 

Chairman  LaFalce.  We  intended  it. 

Mr.  Brown.  As  a  direct  result  of  your  promotion,  there  has  been 
a  recent  surge  in  State  legislation.  The  1992  Iowa  conduct  statute 
is  a  landmark  in  this  country.  Almost  all  the  franchisee  associa- 
tions fought  for  the  bill,  while  the  IFA  was  bitterly  and  extensively 
opposed.  The  IFA  almost  made  it.  The  vote  was  20  to  1  in  favor  of 
the  statute. 

At  the  last  meeting  of  the  IFA  legal  seminar,  its  general  counsel 
said,  "Those  franchisees  spent  over  $100,000  in  lobbying  to  get  the 
Iowa  act  passed."  Well,  isn't  that  terrible? 

I  attest  here  and  challenge  the  IFA  to  deny  that  it  has  spent  $5- 
to  $10-,  maybe  $15  million  in  lobbying  in  State  legislatures.  Federal 
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legislatures,  both  through  PAC's  and  in  every  other  fashion  that 
you  can  imagine.  It  is  the  way  they  claim  that  system  works. 

Those  franchise  associations  put  together  $100,000  and  they  got 
the  bill  through.  But  now  look  at  what  is  happening.  In  1993,  simi- 
lar bills  have  been  introduced  in  South  Dakota — and  we  deeply, 
deeply  regret  the  untoward  death  of  their  Governor  2  days  ago — as 
well  as  in  Texas  and  in  Arkansas.  The  Arkansas  procedural  fair- 
ness bill  requires  litigation  in  the  franchisee's  State  and  under 
laws  of  the  franchisee's  State.  None  of  this  fancy  language.  It  care- 
fully states  that  it  is  intended  to  state  "fundamental  public  policy" 
and  "intended  to  be  applied  to  existing  dealers,"  thereby  overcom- 
ing what  I  call  the  forlorn  attack  on  the  Iowa  law,  because  it  is 
supposedly  retroactive.  That  is  not  a  good  legal  attack.  We  are  talk- 
ing about  conduct,  not  contracts,  anyway. 

Chairman  LaFalce.  Mr.  Brown,  I  don't  mean  to  interrupt  you, 
but  I  wonder  if  you  can  summarize  the  rest  of  your  remarks  and 
bring  it  to  a  conclusion  so  we  can  go  on  to  the  next  witness  and 
have  questions  for  the  panel. 

Mr.  Brow^n.  To  illustrate  how  bad  the  IFA  code  really  is,  I  am 
going  to  jump  to  the  provision  in  the  ethical  rule  having  to  do  with 
encroachment,  which  is  a  very  serious  factor.  In  the  IFA  proposed 
code,  now  an  adopted  ethical  code,  they  state  that  a  franchisor  is 
allowed  to  take  into  account  12  standards.  I  suggest  to  you  that  you 
read  them.  I  can't  understand  them.  I  don't  understand  what  they 
mean. 

I  suggest  you  look  at  them  and  find  that  if  they  mean  anything, 
they  mean  that  a  franchisor  can  with  impunity  ignore  the  code, 
ignore  any  threat  that  any  chastisement  or  sanction  or  anything 
may  set  against  them,  and  may  just  do  whatever  they  want  with 
unlimited  encroachment,  even  enough  to  wipe  out  the  franchisee. 

The  very  terms  of  the  instrument  that  is  being  suggested  here  as 
possibly  a  means  to  get  somewhere  are  false  on  their  face.  I  gave 
you  my  judgment.  I  could  write  another  45-page  article  on  that 
issue,  and  I  may  do  so.  But  I  am  telling  you,  please  look  at  the 
terms  of  the  IFA  ethical  code.  Every  single  one  of  the  standards 
has  a  "phony"  in  it.  But  the  one  on  encroachment  has  12  "pho- 
nies." Please  look  at  the  list. 

Thank  you  very  much. 

[Mr.  Brown's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  Brown. 

Mr.  Mfume.  Mr.  Chairman,  I  have  a  point  of  order.  The  gentle- 
man has  just  referenced  a  document  that  I  don't  know  if  members 
of  the  committee  have  or  have  seen,  and  as  such,  that  it  might  em- 
bellish his  own  remarks. 

Could  I  ask  unanimous  consent  that  that  document,  that  ethical 
code,  be  made  part  of  these  proceedings  if  it  has  not  been? 

Chairman  LaFalce.  I  think  it  is  an  appendix  to  your  testimony, 
is  it,  Mr.  Thurm,  or  easily  can  be? 

Mr.  Thurm.  It  can  be,  absolutely,  Mr.  Chairman. 

Chairman  LaFalce.  We  will  do  that. 

[Mr.  Thurm's  supplemental  submission  may  be  found  in  the  ap- 
pendix.] 
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Chairman  LaFalce.  Our  next  witness,  Mr.  Dizak,  will  tell  us  he 
started  out  as  a  franchisee  but  now  is  a  franchisor  with  approxi- 
mately 250  franchisees.  Is  that  correct? 

TESTIMONY  OF  STUART  J.  DIZAK,  PRESIDENT,  VIDEO  DATA 

SERVICES 

Mr.  Dizak.  That  is  correct. 

Mr.  Chairman  and  members  of  the  committee,  I  am  not  an  attor- 
ney by  far.  I  am  not  as  good  a  speaker  as  my  predecessors  are.  I 
fully  concur  with  Mr.  Garner  and  Mr.  Brown.  I  am  not  going  to  put 
it  quite  as  elegantly  as  they  did,  but  I  am  going  to  put  it  in  lay- 
man's terms. 

First  of  all,  addressing  a  couple  of  factors  mentioned  as  far  as  25 
percent  of  franchisors  being  a  member  of  IFA.  From  my  previous 
experience,  within  2  or  3  percent,  that  figure  is  correct.  You  can 
simplify  it  out  by  going  and  buying  any  franchisor  directory  and 
buying  an  IFA  directory,  and  see  what  the  percentage  or  what  the 
number  is. 

I  also  feel  that  there  is  an  inordinate  amount  of  abuse  by 
franchisors  far  and  above  what  has  been  mentioned  so  far. 

The  other  thing,  I  was  a  member  at  one  stage  of  the  IFA,  and  in 
the  literature,  it  mentioned  IFA  represents  franchising.  I  think  it 
is  an  incorrect  term.  The  IFA  represents  franchisors,  and  I  think 
that  should  be  made  clear.  It  does  not  represent  franchising,  as 
that  would  infer  that  it  also  represents  franchisees. 

I  would  like  to  get  to  my  actual  testimony.  I  am  not  going  to  go 
through  the  whole  thing  word  by  word,  but  I  would  like  to  high- 
light some  special  phrases. 

I  come  before  you,  again,  with  the  unique  perspective  of  having 
been  both  a  franchisee  and  now  a  franchisor.  I  have  also  brought 
with  me  a  franchisee.  Bob  MuUer,  a  franchisee  in  our  Washington, 
DC  area,  and  has  been  with  us  for  several  years.  Bob  is  quite  expe- 
rienced and  very  successful  as  well. 

Approximately  2  weeks  ago  our  company  had  an  annual  conven- 
tion in  Washington,  DC.  Bob  hosted  it,  coordinated  the  entire  con- 
vention, and  the  evening  prior  to  the  convention  held  a  session, 
and  he  planned  and  ran  it  on  his  own  accord  for  all  the  affiliates, 
as  we  call  them,  who  have  joined  us  in  the  last  2  years. 

In  fact.  Bob  knows  virtually  every  one  of  our  affiliates'  franchi- 
sees that  have  joined  our  company  since  the  time  he  joined  about  5 
years  ago.  You  are  free  to  ask  him  any  questions,  either  before, 
during  or  whatever. 

My  personal  experience  with  franchising  began  in  1980  when  I 
purchased  a  video  rental  store  from  Video  Connection  of  New 
York.  This  was  after  I  had  sold  a  previous  business  I  was  in  for  10 
years.  I  was  a  copy  machine  dealer. 

As  part  of  the  sales  pitch  to  convince  me  to  buy  the  franchise, 
the  president  of  Video  Connection  personally  informed  me  that 
with  an  investment  of  $25,000  I  should  be  able  to  net  a  minimum 
of  $50,000  for  the  first  year  and  $100,000  or  more  thereafter. 

I  did  review  the  disclosure  documents  with  my  attorney.  He 
made  some  changes  but  didn't  find  anything  materially  wrong.  As 
a  result,  I  did  buy  a  franchise. 
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At  the  time  of  my  grand  opening,  only  half  of  my  initial  mer- 
chandise showed  up  and  none  of  the  personnel  or  promotional  ma- 
terial were  there.  Within  6  months,  as  a  result,  I  closed  the  busi- 
ness down  with  a  loss  in  excess  of  $50,000.  I  then  moved — the  busi- 
ness was  opened  in  Sarasota,  Florida.  I  moved  back  to  Rochester, 
New  York. 

One  of  the  most  important  factors  I  would  like  to  bring  up  next, 
I  discussed  at  this  time  taking  legal  action  with  my  attorney,  but 
he  advised  me  that  the  only  damages  I  could  sue  for  was  a  return 
of  the  initial  franchise  fee,  and  even  if  I  won,  it  would  probably 
cost  me  more  time  and  money  than  it  would  be  worth. 

Most  franchisors  realize  that.  There  are  examples  here.  They  re- 
alize that.  They  figure  the  franchisee  is  not  going  to  have  the 
wherewithal  to  go  after  them,  so  they  can  get  away  with  murder. 
That  is  essentially  what  happened  in  my  situation.  My  attorney 
told  me  to  forget  it.  Even  if  I  won,  I  lose.  So  I  chalked  up  my  losses 
and  went  on. 

Prior  to  starting  Video  Data  Services,  I  should  say  when  I  was  in 
Sarasota,  Florida  with  this  video  rental  store,  I  did  see  the  poten- 
tial positive  side  of  franchising  as  well  as  get  the  idea  for  my  own 
franchise  business,  going  into  video  production.  But  prior  to  start- 
ing Video  Data  Services,  I  started  a  market  survey  of  franchising. 

I  began  by  contacting  several  successful  franchisees  in  various 
fields  to  find  out  what  they  like  most  and  what  they  like  least 
about  franchising  and  what  the  relationships  were  with  their 
franchisor.  They  indicated  what  they  liked  most  was  the  franchi- 
sor's name,  and  in  some  cases  there  was  a  fair  amount  of  support. 

What  they  liked  the  least  by  far  was  the  royalty  percentage  that 
they  had  to  pay  the  franchisor.  They  felt  the  growth  of  their  busi- 
ness was  due  more  to  their  own  efforts  rather  than  the  franchisor, 
and  they  disliked  having  to  pay  an  increased  dollar  amount  to  the 
franchisor  as  a  result  of  their  own  efforts. 

The  second  complaint  was  misinformation  contained  in  the 
franchisor's  recruitment  literature.  They  went  on  to  say  that  they 
could  not  understand  the  disclosure  documentation,  and  in  most 
cases  it  was  one  sided.  Some  franchisees  also  complained  about  in- 
sufficient follow-ups  and  support  from  the  franchisor. 

As  a  result  of  the  above  information,  I  decided  first  and  foremost 
in  my  business  I  would  provide  support  beyond  the  expectation  of 
the  franchisees.  I  would  also  have  the  franchise  designed  so  the  in- 
dividual could  start  on  a  part-time  basis  without  taking  a  risk  of 
giving  up  his  full-time  position.  Then  when  the  business  was  built 
up  sufficiently,  then  go  to  full  time. 

Another  major  change,  instead  of  charging  a  royalty  percentage 
of  gross  sales,  I  decided  to  simply  charge  a  flat  amount  of  only  $500 
per  year.  This  might  sound  ridiculously  low,  but  in  the  long  term  it 
did  turn  out  to  be  a  wise  decision  as  it  paid  off  in  other  ways.  In 
fact,  this  is  probably  the  number  one  reason  why  our  firm  has 
probably  the  highest  satisfaction  in  the  franchise  industry,  or 
amongst  the  highest. 

Before  I  proceed  any  further,  I  should  mention  the  flat-fee 
amount  would  not  work  obviously  for  a  large  franchisor  like 
McDonald's  where  there  is  a  tremendous  amount  of  support. 
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In  addition,  my  experience  is  based  on  smaller  franchisors,  those 
franchises  selling  for  less  than  $100,000.  This  also  appears  from  my 
point  of  view  where  most  of  the  abuses  are  occurring. 

In  return  for  a  low  fee  per  year,  instead  of  royalty  percentage, 
we  asked  our  affiliates  once  they  are  established  to  assist  the  new 
affiliates  coming  after  them  with  both  marketing  and  technical 
support.  Our  affiliates  also  act  as  our  sales  force.  We  do  not  use 
outside  sales  representatives  since  we  feel  our  existing  affiliates 
have  far  more  credibility  and  will  not  inflate  expectations. 

Advantage  of  using  our  affiliates  instead  of  using  outside  sales 
representatives — in  other  words,  they  tell  it  like  it  is,  both  good 
and  bad.  It  actually  adds  to  our  credibility  if  there  are  some  nega- 
tive comments,  because  nothing  can  ever  be  a  hundred  percent 
positive  or  good. 

Another  major  factor  which  is  another  real  problem  in  franchis- 
ing, and  another  reason  for  the  success  of  our  firm  is  that  we  pro- 
mote communications  amongst  our  affiliates. 

I  have  found  that  the  majority  of  franchisors  try  to  keep  their 
franchisees  in  the  dark  and  discourage  them  from  communicating 
with  each  other.  We  do  the  exact  opposite.  A  good  portion  of  our 
monthly  newsletters  put  together  by  our  affiliates  and  our  annual 
convention  is  also  planned  and  organized  by  our  affiliates  who  vol- 
unteer their  own  time  to  do  so. 

Last  month  our  company  held  its  annual  convention  in  Washing- 
ton, DC.  We  invited  Robert  L.  Perry  to  be  our  guest,  who  is  well- 
known  in  the  franchise  industry  and  author  of  the  book,  "The  50 
Best  Franchises."  At  the  convention  he  had  the  opportunity  to 
speak  with  many  of  our  affiliates  of  his  own  choosing.  After  doing 
so,  he  asked  if  he  could  be  allowed  to  make  a  brief  presentation. 

He  stated  that  Video  Data  Services  was  the  most  open,  welcom- 
ing team  he  had  ever  seen  in 'franchising.  He  went  on  to  say  he 
had  never  seen  a  group  work  as  well  together. 

His  last  comment  that  the  Video  Data  Services  was  the  ideal 
that  franchisors  should  strive  to  be.  After  that  comment,  I  felt  that 
my  own  business  philosophy  was  confirmed,  and  I  realized  that  I 
accomplished  what  franchising  should  be. 

I  would  now  like  to  address  my  point  of  view  regarding  the  pro- 
posed new  disclosure  documentation  as  well  as  self-regulation. 

First  of  all,  a  lot  of  people  will  not  agree  with  this  comment,  but 
I  am  going  to  make  it  anyway.  Why  does  a  firm  want  to  franchise? 
My  answer  to  that  is,  to  get  an  increasing  cut  of  someone  else's 
work  efforts  forever.  That  is  essentially  the  main  advantage  to  a 
franchisor.  I'm  not  saying  it  is  good  or  bad,  but  it  is  the  main  ad- 
vantage to  the  franchisor. 

Franchising  started  out  with  a  negative  connotation.  However, 
firms  such  as  Holiday  Inn,  McDonald's  and  Burger  King  turned  the 
franchising  into  the  good  name  that  it  had  until  recently. 

The  changes  I  feel  are  necessary  to  return  franchising  to  respect- 
ability are,  number  one,  regardless  of  additions  and  disclosure  doc- 
umentation, new  regulations,  everything  else,  above  and  beyond 
that  has  to  be  simplification  in  the  language  of  the  franchise  disclo- 
sure so  somebody  can  understand  it. 

Our  firm's  franchise  disclosure  documentation  is  relatively 
simple,  yet  we  still  have  attorneys  calling  us  asking  to  us  explain 
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the  various  terminology.  Furthermore,  in  examining  other  disclo- 
sures, it  appears  they  are  purposely  written  so  as  to  be  as  totally 
one-sided  and  confusing  as  possible.  If  an  attorney  cannot  decipher 
disclosing  documentation,  how  is  the  average  layman  going  to? 

Someone  who  is  buying  a  six  figure  or  higher  cost  franchise  with 
as  well,  normally  have  the  business  expertise  and  legal  support  for 
due  diligence.  However,  a  franchisee  spending  below  $100,000  is  in 
most  cases  investing  his  or  her  life  savings  and  in  a  lot  of  cases  not 
even  contacting  an  attorney.  Maybe  they  should,  but  they  don't. 
They  have  to  go  strictly  by  what  they  can  interpret  from  disclosure 
documentation. 

Now,  I  would  like  to  refer  to  something  that  is  not  in  here.  There 
was  an  article  in  the  Rochester  Business  Journal  on  April  2,  1993, 
"Both  Sides  of  the  Industry  Question  LaFalce  Franchising  Legisla- 
tion." As  part  of  the  article,  the  reporter,  Michael  Cosgrove,  ap- 
proached an  individual  in  Rochester  by  the  name  of  Larry  Kessler. 
Larry  Kessler  is  a  friend  of  mine  who  owns  20  Burger  King  fran- 
chises in  the  Rochester  area.  However,  Mr.  Kessler  spoke  from  the 
point  of  view  of  the  franchisor  in  saying,  We  don't  have  an  obliga- 
tion to  protect  the  foolish. 

There  have  been  several  comments  in  the  press  and  articles, 
comments  from  franchisors,  indicating  that  if  someone  is  stupid,  it 
is  not  the  Government's  responsibility  to  protect  them. 

Well,  ladies  and  gentlemen,  I  am  one  of  those  stupid  people,  be- 
cause I  don't  understand  the  franchise  disclosure  documentation 
for  the  most  part,  even  with  my  experience.  Again,  I  considered 
myself  pretty  well  versed  before  I  bought  a  franchise.  Apparently  I 
was  not  well  versed.  I  considered  myself  fairly  intelligent,  but  I  am 
not — I  am  one  of  those  stupid  people. 

In  any  new  disclosure  documentation,  I  feel  the  boldest  print  on 
the  cover  should  state,  "Any  earnings  claimed  or  other  statement 
made  to  you  by  the  franchisor  is  meaningless  unless  it  is  backed  up 
in  the  disclosure  documentation." 

As  far  as  self-regulation,  I  am  not  aware  of  any  industry  self-reg- 
ulating groups  that  can  be  an  example  for  franchising.  In  fact,  I 
have  never  seen  any  organization  capable  of  self-regulating  itself, 
and  I  doubt  any  individual  here  has.  I  consider  myself  a  very  fair 
individual,  but  if  I  am  self-regulating,  I  am  still  going  to  look  out 
for  my  own  interests  first. 

A  good  example  of  how  self-regulation  cannot  work — and  again  I 
will  refer  to  a  couple  of  Mr.  Brown's  comments — the  International 
Franchise  Association  has  large  franchise  shows  scheduled  this 
weekend  in  Washington,  DC.  The  advertisement  on  TV  and  in 
print,  which  I  have  in  front  of  me,  claims  the  success  rate  in  fran- 
chising is  94  percent  and  the  average  franchisee  earns  $124,000  net 
before  taxes. 

This  statement  is  utterly  preposterous.  If  this  were  true,  this 
hearing  wouldn't  be  here,  because  the  individuals  here  would  be 
out  running  their  own  franchise  businesses. 

In  the  last  2  weeks,  I  have  contacted  over  20  franchisees  of  such 
well-known  franchisors  in  western  New  York  such  as  Mailboxes, 
Subway  shops,  and  others.  Their  average  earnings  were  approxi- 
mately  $36,000.    This    included   some   very   successful    operations 
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which  may  have  tilted  the  figure  to  a  higher  amount  than  what  it 
would  have  been  otherwise. 

I  strongly  question  the  sources  used  by  the  Gallup  poll  that  pro- 
vided the  94  percent  success  rate  and  the  $124,000  income.  If  one 
watches  the  visual  backgrounds,  you  will  see  on  display  the  logos  of 
the  largest  franchisors  in  the  United  States.  That  refers  to  who  the 
Gallup  poll  contacted,  perhaps.  But  how  can  an  association  self-reg- 
ulate that  takes  that  attitude  and  gives  such  preposterous  figures? 

One  of  the  biggest  problems  is  unrealistic  earnings  claims. 

Chairman  LaFalce.  Mr.  Dizak,  because  of  time  I  am  going  to  ask 
you  to  try  to  conclude  your  remarks  in  the  next  2  or  3  minutes  or 
so. 

Mr.  Dizak.  I  should  comment,  I  would  like  to  relate  a  recent  con- 
versation I  had  with  the  advertising  rep  of  a  major  business  oppor- 
tunity magazine.  I  called  him  to  complain  that  even  though  their 
advertising  rates  have  gone  up  considerably,  the  amount  of  leads 
we  have  received  from  advertising  in  their  magazine  has  dropped 
in  over  half  in  the  last  12  months. 

I  am  also  told  the  number  of  sales  has  dropped  considerably,  I 
said  the  first  time  in  our  history  the  number  of  sales  have  gone 
down  in  the  previous  year.  He  said,  Stewart,  you  should  be  happy. 
Most  of  the  advertisers  are  indicating  a  40  to  50  percent  decrease 
in  sales  from  last  year. 

One  can  make  several  conclusions  from  that  statement.  The 
economy,  the  negative  image  the  press  has  generated  on  franchises 
as  of  date,  the  general  public  is  becoming  more  careful  in  investing 
in  franchising  and  business  opportunities. 

I  would  rather  doubt  that  the  larger  established  franchisors 
would  take  strong  exception  to  new  disclosure  documentation. 
Some  of  the  smaller  ones  will,  because  if  the  new  disclosures  go 
into  effect,  you  are  probably  very  shortly  thereafter  see  it  decrease 
in  about  20  percent  of  the  franchisors. 

I  will  close  my  presentation  by  adding  that  if  franchisors  would 
look  upon  their  franchisees  as  partners  rather  than  someone  to 
simply  make  money  off  of,  in  the  long  term  they  would  both  be  far 
more  successful.  For  the  franchise  to  succeed,  both  franchisor  and 
franchisee  must  mutually  benefit. 

Thank  you. 

[Mr.  Dizak's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much. 

This  has  been  an  excellent  panel. 

I  will  try  to  limit  my  questions  to  no  more  than  5  minutes,  and  I 
will  ask  all  Members  to  do  the  same. 

I  would  like  to  posit  this  situation.  The  best  possible  disclosure  in 
the  world,  and  the  best  possible  understanding  between  franchisor 
and  franchisees,  informal  though  it  may  be,  which  creates  a  good 
working  relationship,  in  fact  good-faith  dealings  with  each  other,  et 
cetera.  Let's  say  that  has  existed  in  Mr.  Dizak's  situation  as  a 
franchisor  with  his  250  franchisees.  What  happens  when  Mr.  Dizak 
sells  out? 

Let's  say  he  owns  his  franchise  system  100  percent,  100  percent 
interest  in  his  franchise.  What  happens  when  he  sells  out  and  all 
of  a  sudden  the  person  or  the  entity,  the  new  corporate  parent, 
whether  within  the  United  States  or  in   England  or  in  Japan, 
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doesn't  want  to  proceed  the  same  way  in  this  partnership  arrange- 
ment. If  there  is  no  contractual  or  legal  duty,  where  does  this  leave 
these  250  franchisees  or  2,500  franchisees  who  may  have  invested 
the  totality  of  their  life's  worth  based  upon  their  knowledge  that 
they  were  dealing  with  a  good  person  and  a  good  firm?  Where  does 
it  leave  them? 

Anybody  want  to  comment  on  that? 

Mr.  DizAK.  I  can  address  that.  Mr.  Chairman,  first  of  all,  if  a 
franchisor  is  successful,  there  are  normally  willing  buyers  willing 
to  buy  the  company,  or  people  working  for  the  franchisor  who  are 
willing  to  take  it  over  in  some  kind  of  buy-out  program.  So  if  it  is 
an  ongoing,  successful  business,  that  is  not  a  problem.  If  it  is  not 
successful  or  not  a  legitimate  business,  there  is  a  problem. 

In  our  particular  case,  we  have  made  arrangements  to  have  some 
of  our  franchisees'  affiliates  take  over. 

Chairman  LaFalce.  You  are  missing  my  point.  My  point  is,  if 
somebody  wants  to  buy  the  franchise  system,  I  am  talking  about 
the  franchisees,  where  does  that  leave  the  franchisees? 

Mr.  DiZAK.  At  the  mercy  of  whoever  buys  it. 

Mr.  Brown.  It  is  worse  than  leaving  them  at  their  mercy.  The 
trend  of  most  of  the  litigation  is  that  where  the  acquisition  is  made 
by  a  purchase  of  assets,  that  there  is  absolutely  no  liability  even 
though  the  new  owner  continues  to  reap  the  benefits. 

One  of  the  suggestions  that  I  have  made  to  this  committee  ad- 
dresses that,  suggesting  that  anybody  who  buys  a  franchise  and 
then  continues  with  that  franchise  assumes  those  obligations. 

Curiously  enough,  there  is  good  legal  background  for  that  in  the 
State  of  Massachusetts,  where  that  is  called  a  "novation  in  the  cir- 
cumstances." It  is  a  very  interesting  concept.  The  new  owner  be- 
comes obligated  under  the  old  transaction,  even  though  he  hasn't 
signed  an  assumption. 

But  there  are  other  things.  Diet  Systems,  with  41,000  franchisees, 
acquired  by  a  multi-billion  dollar  group,  headed  by  Thomas  Lee  in 
Brookline,  Massachusetts,  and  what  did  he  do  when  he  took  over. 
Because  he  overpaid,  he  increased  the  franchise  fees  41  percent. 
This  was  in  a  somewhat  highly  challenged  industry. 

They  immediately  brought  lawsuits  all  over  the  United  States, 
one  in  Idaho  too,  as  a  matter  of  fact,  San  Francisco,  and  they 
forced  Mr.  Lee  to  reduce  that  ridiculous  increase  at  a  time  of  such 
a  distressed  situation.  But  certainly  that  happens,  and  the  franchi- 
sees of  the  surviving  entity  can  have  an  extremely  difficult  posi- 
tion. I  think  that  is  what  you  were  asking  about. 

Chairman  LaFalce.  Yes.  I  think  we  can  give  countless  examples 
of  that. 

Mr.  Thurm? 

Mr.  Thurm.  Mr.  Chairman,  I  would  just  add,  in  the  real  world  I 
guess  there  would  be  little  reason  for  the  acquiring  company  to 
want  to  do  anything  that  would  hurt  or  alter  or  downgrade  the  ef- 
fectiveness of  this  enterprise  he  just  purchased.  So  in  the  real 
world  those  situations  may  work  out  very  well. 

Chairman  LaFalce.  I  think  a  good  many  real-world  situations 
could  be  given,  Mr.  Thurm,  where  it  hasn't  worked  out  very  well, 
where  there  has  been  a  totally  different  change  in  the  relationship, 
in  the  support  system,  in  the  concept  of  the  duty  to  extend  a  life- 
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line  to  the  franchisee,  where  there  has  been  a  different  marketing 
plan,  where  there  has  been  a  greater  need  for  capital  or  where 
they  have  to  do  something  that  affects  the  bottom  line  immediate- 
ly, where  they  decide  let's  immediately  open  up  a  great  many  more 
franchisees  than  we  have  the  capacity  to  support,  et  cetera.  It 
could  have  a  profound  change. 

Mr.  Thurm,  did  you  have  any  comments  on  Mr.  Dizak's  state- 
ment that  this  advertising  that  is  apparently — I  haven't  seen  it — 
that  is  taking  place  now  regarding  94  percent  success  rate  and 
$124,000  average  profit,  is  that  what — what  does  the  ad  say?  What 
do  you  say  of  Mr.  Dizak's  claim  that  it  is  absolutely  preposterous? 

Mr.  Thurm.  Mr.  Chairman,  I  know  that  both  you  and  your  staff 
have  had  some  concerns  over  some  of  the  statistics  that  have  been 
compiled  for  the  franchise  industry,  and  I  think  that  those  ads,  al- 
though I  have  not  seen  them,  are  reflecting  the  surveys  that  have 
been  taken,  Gallup  polls,  commissioned  surveys,  picking  up  infor- 
mation from  a  variety  of  sources,  Arthur  Andersen  studies.  I  will 
provide  for  the  record  the  surveys  that  relate  to  that  figure. 

Chairman  LaFalce.  I  know  there  has  been  dispute  about  the  94 
percent.  Mr.  Brown  and  Mr.  Dizak  think  it  is  way  off  the  mark. 

What  about  this  $124,000  average  earnings  or  average  profit?  I 
mean,  what  does  it  say?  First  of  all,  what  is  in  the  advertising?  Do 
we  have  that? 

Mr.  Dizak.  Yes. 

Chairman  LaFalce.  What  is  it  that  is  precisely  being  said? 

Mr.  Dizak.  The  average  pretax  income  amongst  franchise  owners 
was  $124,290,  exclamation  point.  Ninety-four  percent  of  franchise 
owners  considered  their  franchise  operations  successful.  Seventy- 
five  percent  of  franchise  owners  indicated  knowing  what  they  know 
now,  they  would  buy  the  exact  same  franchise  if  they  had  to  do  it 
all  over  again. 

Chairman  LaFalce.  I  am  only  going  to  ask,  we  have  gone  round 
and  round  on  the  issue  of  success  or  failure,  there  is  a  question  of 
who  is  included,  who  is  not. 

Mr.  Brown  says  people  like  Subways  are  not,  other  franchisees 
are  not  called  franchisees  and  are  not  included,  others  are  termi- 
nated and  bought  by  the  franchisor  and  they  are  not  counted.  But  I 
would  like  you  to  give  me  some  indication  of  how  we  came  up  with 
this  $124,000 

Mrs.  Meyers.  I  didn't  hear  you  read  $124,000. 

Mr.  Dizak.  The  average  pretax — this  is  from  the  flyer  going  out 
from  the  national  franchise  show. 

Mrs.  Meyers.  The  average  pretax 

Mr.  Dizak.  The  average  pretax  income  among  franchise  owners 
was  $124,290. 

Mrs.  Meyers.  I  wonder  what  pretax  income  means. 

Mr.  Brown.  Before  you  pay  taxes. 

Mr.  Dizak.  Gross  income  before  you  pay  your  corporate  taxes. 

Chairman  LaFalce.  Could  this  be  revenues? 

Mr.  Dizak.  It  says  income.  It  says  income.  Income  is  income. 
After  you  pay  your  expenses,  after  you  pay  everything,  except 
Uncle  Sam  and  the  State  taxes,  your  gross  income  is  $124,290.  I  of- 
fered to  change  places  with  Bob  here  when  I  read  that. 
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Mr.  Thurm.  Mr.  Chairman,  Mrs.  Meyers  is  correct.  This  is  a 
gross  income  figure.  Without  objection,  we  will  submit  for  the 
record  the  Executive  Summary  of  the  Gallup  study. 

Chairman  LaFalce.  This  is  gross  income  before  taxes,  but  is  that 
what  you  are  saying  the  average  is?  What  do  you  say,  Mr.  Dizak? 

Mr.  Dizak.  Pretax  income  is  self-explanatory.  Pretax  refers  to 
after  your  expenses  have  been  paid.  If  it  is  gross  income,  say  gross 
income.  It  doesn't  say  gross  income. 

Chairman  LaFalce.  Did  you  say  it  said  gross  income,  Mr. 
Thurm? 

Mr.  Dizak.  Big  difference. 

Mr.  Thurm.  The  Gallup  organization  study  refers  to  estimated 
gross  income  before  taxes.  I  am  not  familiar  with  the  brochure  Mr. 
Dizak  is  referring  to.  Also 

Mr.  Dizak.  It  is  on  the  back  page. 

Mr.  Brown.  Would  you  offer  a  retraction  before  the  show  opens 
tomorrow 

Chairman  LaFalce.  What  do  the  television  ads  refer  to? 

Mr.  Dizak.  The  exact  same  thing.  That  exact  same  figure  was 
used  on  television,  and  the  same  terminology. 

Chairman  LaFalce.  Do  the  ads  indicate  the  amount  of  invest- 
ment that  might  be  necessary  to  make  this  average  $124,000? 

Mr.  Dizak.  No,  it  didn't,  but  if  you  notice  at  the  close  of  the  TV 
commercial,  the  background  will  show  Pizza  Hut,  McDonald's 
logos. 

Chairman  LaFalce.  Do  they  use  those  words  in  the  TV  ad,  as 
low  as  $10,000? 

Mr.  Dizak.  Yes,  they  did. 

Chairman  LaFalce.  No  further  questions. 

Mrs.  Meyers? 

Mr.  Garner.  Mr.  Chairman,  may  I  just  drop  a  footnote  on  these 
statistics?  One  of  them  is  cited,  75  percent  of  franchise  owners  indi- 
cated that  knowing  what  they  know  now,  they  would  buy  the  exact 
same  franchise  if  they  had  to  do  it  all  over  again.  Let's  assume  that 
is  true.  That  means  25  percent  of  the  franchise  owners  would  not 
do  it  over  again. 

Now,  the  important  thing  about  this  is,  this  is  not  a  job  where 
you  go  and  work  for  an  employer  and  if  you  are  unhappy  and  want 
to  do  it  over  again,  you  can  go  get  another  job.  These  are  people 
who  have  made  an  investment,  usually  a  large  investment,  in  the 
franchise  and  they  don't  have  the  choice  to  go  change  jobs  or  to  go 
do  it  over  again. 

I  think  even  on  the  face  of  the  Gallup  poll  and  taking  it  at  its 
word,  the  25  percent  of  the  people  saying  they  wouldn't  do  it  over 
again  is  an  incredibly  high  number.  That,  on  the  face  of  it,  refutes 
the  94  percent  number. 

Chairman  LaFalce.  That  is  taking  it  on  its  face.  Mrs.  Meyers. 

Mrs.  Meyers.  Contract  law  is  usually  in  the  area  of  State  law,  is 
it  not?  Would  this  be  the  first  time,  under  this  law,  that  the  Feder- 
al Government  has  been  interceding  in  this  area  of  State  law? 

In  other  words,  it  would  give  a  Federal  right  of  action,  would  it 
not,  in  contract  law  which  has  previously  been  State  law?  Am  I 
saying  that  correctly? 
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Mr.  Garner.  I  don't  think  we  need  to  look  any  further  than  the 
Petroleum  Marketing  Practices  Act  for  at  least  one  answer  to  that 
question,  and  also  the  Automobile  Dealers  Day  in  Court  Act.  Both 
of  these  are  Federal  statutes. 

The  PMPA  in  particular  overrides  not  only  private  statutory  law 
in  the  States  on  the  relationship  between  a  refmer  and  a  gasoline 
station  franchisee  covering  termination,  nonrenewal.  It  preempts 
State  law  in  that  area.  The  same  is  true  for  the  Automobile  Deal- 
ers Day  in  Court  Act. 

Now,  I  am  sure  that  there  are  many  other  examples.  The  securi- 
ties laws,  for  example,  extensively,  pervasively  regulate  the  sale  of 
securities,  which  prior  to  that  time  was  simply  a  matter  of  buy  and 
sell,  a  matter  of  contract. 

Mrs.  Meyers.  They  regulate,  but  do  they  give  the  right  of  suit  of 
a  private  action? 

Mr.  Garner.  Yes,  they  do. 

Mr.  Brown.  There  is  an  interesting  sideline  to  what  you  have 
just  said.  I  agree  with  everything  that  Mike  has  said.  But  the  side- 
line is  this.  The  Federal  courts  themselves  are  seriously  overbur- 
dened. 

If  a  private  cause  of  action  is  to  be  granted  here,  may  I  suggest 
that  the  committee  give  some  consideration  to  what  we  call  dual  or 
concurrent  jurisdiction.  For  example,  RICO  may  now  be  sued  upon 
in  State  courts.  I  think  the  very  latest  implication  of  the  Supreme 
Court  of  the  United  States  is  that  PMPA,  the  Petroleum  Marketing 
Practices  Act,  may  also  have  litigation  in  State  courts  in  order  to 
avoid  the  question  that  is  implied  in  your  statement,  and  that  is, 
are  we  going  to  burden  the  Federal  courts  with  another  million 
cases  or  something  like  that. 

Mrs.  Meyers.  Well,  that  was  part  of  it,  Mr.  Brown,  but  also  I  am 
not  an  attorney,  as  you  may  be  able  to  tell,  but  I  was  in  my  State 
Senate,  and  I  know  that  in  a  lot  of  cases  States  have  wanted  to 
keep  control  of  some  of  these  laws.  They  would  like  to  state  how 
far  a  private  right  of  action  can  go  in  some  of  these  contract  laws. 
They  don't  want  to  be  preempted  by  the  Federal  Government. 

Mr.  Brown.  There  is  an  answer  to  that,  too.  There  are  18  States 
that  have  in  fact  adopted  broad  legislation  for  franchisees  generi- 
cally.  But  the  effort  of  franchisors  has  been  to  say.  You  have  got  to 
do  it  in  each  industry. 

Now,  if  you  take  each  industry,  automobiles  have  statutes  in  all 
50  States.  Gasoline  franchisees  did  but  PMPA  preempted  that  and 
knocked  it  out.  There  are  hundreds  of  bills  that  protect,  say,  buyers 
of  a  particular  product  like  farm  equipment  or  things  of  that  sort, 
liquor  or  whatever,  and  those  are  all  over  the  United  States.  A 
whole  crazy  quilt. 

I  think  what  we  are  suggesting  here  is,  isn't  it  time  to  make  it 
uniform — it  doesn't  matter  what  State  you  happen  to  live  it, 
shouldn't  you  have  a  break? 

Mrs.  Meyers.  I  really  appreciate  your  comments,  and  I  do  want 
to  protect  the  rights  of  people  very  much. 

I  am  greatly  concerned  about  litigation,  and  you  commented 
about  the  one  franchisee  who  had  sued  and  had  received  $9  mil- 
lion, and  I  presume  most  of  that  was  in  punitive  damages. 

Mr.  Brown.  All  punitive  damages. 
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Mrs.  Meyers.  So  then  you  commented  how  many  more  cases  had 
been  brought  against  that  person.  I  wonder  how  many  of  those 
were  because  they  had  been  dealt  with  badly  and  how  many  of 
them  were  because  people  saw  $9  million  glittering  in  big  letters? 

I  really  do  think  that  we  have  got  to  try  to  encourage  people  to 
resolve  their  concerns  in  better  ways  than  going  to  court. 

I  think  most  businesses  really — and  I  think  you  would  probably 
agree  with  this — most  businesses  really  want  to  do  right  with  the 
people  who  they  deal  with.  Most  businesses  really,  I  think,  fear  pu- 
nitive damages  the  most. 

Mr.  Brown.  That  doesn't  stop  this  particular  company  who  for 
15  years  continued  to  do  it  up  to  3  months  ago.  They  are  still  doing 
it.  The  important  thing  is  that  in  spite  of  these  big  damage  awards, 
the  company  is  still  doing  it. 

Mrs.  Meyers.  The  Iowa  law  was  passed  in  1992.  The  agreement 
between — or  the  idea  to  set  up  a  dispute  mechanism  was  last  Feb- 
ruary. 

I  would  like  to  see  what  happens  in  Iowa,  if  indeed  it  prevents 
franchisors  from  entering  the  State,  because  I  think  that  has  been 
the  comment.  I  don't  know  whether  it  will  or  not. 

Mr.  Brown.  It  never  will.  In  the  18  States  where  they  have  it, 
they  have  gone  in  just  as  heavily.  The  States  are  California,  New 
York,  Texas,  Illinois.  You  know  perfectly  well  that  franchisors 
have  gone  in  there  repeatedly  and  constantly  and  they  have  these 
regulations.  It  is  a  false  defense. 

Mrs.  Meyers.  In  the  Midwest  we  are  a  lot — well,  I  won't  say 
that. 

Mr.  Thurm.  Let  me  say  on  that  point  that  Mr.  Brown  was  cor- 
rect that  we  did  meet  formally  last  week  or  a  week  and  a  half  ago 
for  the  first  time,  although  we  were  in  a  meeting  together  before 
that.  But  even  before  we  met,  I  had  heard  about  the  wonderful, 
marvelous  anecdotes  told  by  Harold  Brown,  and  I  am  glad  and  hon- 
ored to  be  added  to  Mr.  Brown's  list  of  anecdotes. 

My  recollection  of  our  discussion  is  substantially  different  than 
his  recollection.  Maybe  that  is  why  all  of  his  stories  are  called 
anecdotes. 

On  the  issue  of  litigation,  I  must  say  that  I  think  this  discussion 
is  extremely  helpful  and  is  a  very  major  point  toward  why  we  are 
pushing  this  mediation  process.  Litigation  is  not  a  good  solution. 

Let  me  read  this  to  you,  Mr.  Chairman,  very  briefly.  "Litigation 
is  expensive,  time  consuming,  abrasive  and  long  lasting.  Parties 
should  exhaust  every  conceivable  form  of  dispute  resolution  before 
getting  caught  in  that  kind  of  imbroglio.  Reputable  attorneys  know 
that,  subscribe  to  it  and  usually  do  their  utmost  to  advise  their  cli- 
ents accordingly.  For  those  counsel  who  are  not  so  impelled,  their 
problems  lie  elsewhere,  possibly  in  their  moral  or  educational  defi- 
ciencies, in  life's  distress  or  simply  in  the  current  worship  of  the 
dollar." 

I  quote  from  my  friend  Harold  Brown,  New  York  Law  Journal, 
December  26,  1990. 

Mr.  Brown.  One-hundred-percent  correct. 

Chairman  LaFalce.  Let's  move  on  a  bit.  I  just  want  to  make  the 
following  observations.  What  percentage  of  franchisors  deal  inter- 
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state  as  opposed  to  intrastate,  would  you  say;  96  or  94  percent,  or 
higher? 

Mr.  Brown.  A  very  large  percent.  Maybe  regionally,  maybe  not 
totally  over  the  whole  Nation. 

Chairman  LaFalce.  I  am  not  saying  all  50  States,  but  interstate. 
So  we  are  dealing  with  franchisors  who  deal  interstate. 

What  tendency  is  there  for  franchisors  to  put  a  provision  in  the 
contract  that  says,  the  law  of  this  particular  State  shall  apply  to 
all  arbitration,  all  litigation,  et  cetera?  For  example,  the  law  of 
Montana. 

Anybody  want  to  comment  on  that? 

Mr.  Brown.  Sure. 

Chairman  LaFalce.  Mr.  Brown? 

Mr.  Brown.  The  worst  case  is  one  against  a  Burger  King  in  the 
Haagen-Dazs  setup,  where  the  franchise  agreement  selected  New 
York  State  law  to  apply,  because  the  franchisor's  home  office  was 
there.  The  suit  was  brought  in  Minneapolis  by  124  Haagen-Dazs 
franchisees. 

In  applying  the  rather  abstruse  question  of  choice  of  law,  the  dis- 
trict court  judge  held  that  New  York  law  did  prevail,  and  that  the 
laws  of  all  of  the  States  in  which  the  124  franchisees  were  located 
were  void  and  inapplicable  because  of  that  choice  of  New  York  law. 
He  even  forgot  to  say  that  they  couldn't  sue  under  New  York  law 
unless  they  were  citizens  of  the  State  of  New  York  or  had  a  place 
of  business  in  New  York. 

Now,  Minnesota  was  so  furious,  the  next  day  they  passed  a  stat- 
ute changing  it,  and  the  next  day  after  that,  the  governor  signed  it. 
Unfortunately,  that  change  was  held  not  to  be  effective  retroactive- 
ly, but  that  is  a  perfect  illustration. 

Chairman  LaFalce.  So  even  if  you  have  a  State  law,  if  there  is  a 
provision  in  the  contract,  and  there  are  in  most  contracts,  that  es- 
tablish the  law  of  a  different  State,  the  law  of  your  State  is  irrele- 
vant, isn't  it? 

Mr.  Brown.  It  is  if  you  take  the  minority  view.  The  majority  po- 
sition is  beginning  to  come  around  to  the  view  that  have  two  dis- 
trict court  judges  who  have  said  a  beautiful  thing.  They  said,  "We 
refuse  to  be  controlled  by  the  stroke  of  a  lawyer's  pen,"  and  that 
"ain't  the  law."  The  fundamental  public  policy  of  the  local  law  will 
apply  if  it  is  clearly  stated. 

But  just  30  days  ago  in  Detroit,  Michigan,  a  district  court  judge 
said  that  their  wonderful  conduct  statute  did  not  either  represent 
"fundamental  law"  or  "local  public  policy,"  and  therefore  he  ap- 
plied the  law  of  Georgia,  where  there  was  no  protection  whatso- 
ever. That  was  30  days  ago.  So  there  isn't  uniformity  yet. 

Mr.  Garner.  Let  me  make  a  comment  on  the  issue  of  choice  of 
law  and  inclusion  of  a  choice  of  law  in  a  franchise  agreement.  This 
is  an  area  where  the  courts  do  not  agree,  do  not  follow  consistent 
rules. 

Chairman  LaFalce.  They  need  a  little  Federal  guidance. 

Mr.  Garner.  I  agree,  they  need  a  little  Federal  guidance.  Wheth- 
er you  have  a  choice  of  law  provision  in  the  franchise  agreement 
does  not  necessarily  dictate  that  you  are  going  to  have  that  State's 
law  apply.  So  in  approaching  the  dispute,  there  is  a  tremendous 
amount  of  uncertainty. 
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That  uncertainty  translates  into  motions  before  the  court,  which 
means  that  there  is  a  huge  amount  of  legal  expense,  judicial  ex- 
pense, uncertainty  expended  on  what  I  characterize  as  deciding 
what  shape  the  table  is  going  to  be. 

Chairman  LaFalce.  You  think  the  more  certainty,  the  less  litiga- 
tion? 

Mr.  Garner.  That  is  correct. 

Chairman  LaFalce.  I  agree. 

Mr.  Mfume? 

Mr.  Mfume.  Thank  you  very  much,  Mr.  Chairman. 

Let  me  say  for  the  record  I  have  seen  the  commercial  that  was 
mentioned.  With  all  due  respect  to  Mr.  Dizak  who  attempted  to 
replicate  the  announcers,  the  commercial  is  far  more  enticing 
through  use  of  music  and  graphics,  and  it  does  lead  one  to  believe 
this  is  a  great  area  which  you  cannot  fail  in  if  you  are  just  pre- 
pared to  step  forward. 

Having  said  that,  let  me  say  I  was  particularly  interested  and 
thought  I  would  hear  this  morning  from  Mr.  Thurm  following  pre- 
vious hearings  some  discussion  about  the  historical  practices  that 
have  adversely  affected  the  minority  business  community  as  a  sub- 
group of  individuals  in  the  area  of  franchising.  I  am  talking  specifi- 
cally about  Latinos,  African  Americans,  and  Asians. 

We  have  heard  reports  of  redlining  by  franchisors  who  steer  mi- 
nority individuals  into  low-income  areas,  who  engage  in  the  prac- 
tice of  price  discrimination  with  regard  to  leasing  and  purchasing 
of  stores  and  equipment,  and  then  acts  of  all  sorts  of  retaliation 
against  those  individuals  who  happen  to  complain  about  such  dis- 
criminatory practices. 

I  am  really  interested  about  knowing  to  what  extent  steps  have 
been  taken  to  adequately  address  those  concerns.  So  I  regret  not 
hearing  that  in  your  remarks. 

However,  let  me  go  back  to  this  code  of  ethics,  which  I  find  kind 
of  interesting,  and  I  certainly  would  want  to  see  it,  as  I  am  sure 
would  other  members  of  this  committee. 

Mr.  Thurm,  does  it  speak,  sir,  specifically  to  the  matter  of  redlin- 
ing? 

Mr.  Thurm.  Redlining  I  don't  believe  is  specifically  itemized  in 
the  code  of  ethics,  and  we  can  go  through  that  with  you.  Congress- 
man. 

In  terms  of  our  overall  program,  though,  I  am  sorry  that  it 
wasn't  in  my  statement,  but  I  will  also  be  glad  to  bring  to  you  a  lot 
of  information  that  our  association  is  doing  now  in  the  whole  area 
of  minority  business  development. 

Mr.  Mfume.  Would  you  tell  the  committee  why  it  was  not  a  part 
of  the  code  of  ethics,  as  some  of  us  seem  to  think  it  is  a  very  impor- 
tant issue? 

Mr.  Thurm.  I  am  not  sure  it  isn't  a  part  of  the  code  of  ethics, 
although  it  is  not  specifically  listed  as  such.  I  believe  it  is  covered. 
We  will  provide  you  with  more  information  for  the  record. 

Mr.  Mfume.  I  assume  it  either  is  or  it  isn't. 

Does  the  code  of  ethics  speak  specifically  to  the  matter  of  price 
discrimination? 

Mr.  Thurm.  I  will,  again,  be  glad  to  get  back  to  you  with  all  the 
details  about  all  the  provisions  in  the  code.  I  do  not  have  with  me 
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all  the  details  that  deal  with  the  specifics,  but  we  will  provide  that 
for  the  record. 

Mr.  Mfume.  One  final  question  about  the  code.  Does  the  code 
prohibit  acts  of  retaliation  against  franchisees? 

Mr.  Thurm.  My  recollection  is  that  would  be  generally  covered 
in  the  code. 

Mr.  Mfume.  Mr.  Brown,  on  page  10 

Mr.  Brown.  Pardon  me,  may  I  just  respond  to  your  last  ques- 
tion? 

Mr.  Mfume.  Yes,  quickly,  because  I  have  a  limited  amount  of 
time. 

Mr.  Brown.  The  State  of  Washington  bill  specifically  addresses 
the  issues  that  you  have  described.  Perhaps  I  should  have  told  you 
about  our  case  against  Burger  King  in  which  I  represent  24  Blacks, 
Asians,  and  Hispanics  who  are  suing  precisely  on  the  matters  that 
you  describe,  and  I  know  of  others,  for  example,  Wendy's  where 
one  man  has — a  Black  man — has  26  franchises  and  he  can't  take 
his  family  out  to  dinner.  He  doesn't  make  enough  money. 

Where  the  discrimination  is  terrible  and  where  our  efforts  in  the 
litigation  area  have  not  been  going  greatly — Judge  Kehoe  in  Miami 
just  came  down  with  a  ruling  that  is  a  killer.  Burger  King,  one  of 
the  big  supporters  of  this,  please  listen  carefully  to  what  Burger 
King  has  done. 

Mr.  Mfume.  This  meaning  the  code  of  ethics? 

Mr.  Brown.  That  is  right.  Burger  King  has  just  settled  with  12 
of  those  franchisees.  Black,  Asian,  Hispanics,  and  has  required 
each  of  them  to  sign  a  document  in  which  they  state,  "We  made 
false  statements  when  we  brought  the  lawsuit,  and  we  hereby  re- 
tract them." 

When  their  lawyers  said,  "Good  God,  you  can't  sign  that,"  they 
said,  "that  is  the  only  way  we  can  get  the  settlement,"  so  they 
signed  it.  Mr.  Burger  King,  what  is  your  response  to  the  horror  in 
that  settlement  agreement?  Signed  just  60  days  ago. 

Mr.  Mfume.  On  page  10  of  your  testimony,  you  said,  and  I  am 
quoting  now,  "The  Achilles  heel  of  the  IFA's  ethical  code  is  the 
lack  of  any  meaningful  system  in  formulating  its  terms  and  its  ad- 
ministration in  its  enforcement?" 

Mr.  Brown.  That  is  correct. 

Mr.  Mfume.  "There  are  no  established  procedures  for  fair, 
speedy,  inexpensive  and  impartial  justice,  and  the  overwhelming 
power  of  individual  franchisors  will  not  only  continue,  but  will 
grow  in  its  ability  to  stifle  complaint." 

That  is  either  a  very  powerful  observation  or  an  indirect  indict- 
ment of  this  ethical  code  in  the  IFA.  I  am  going  to  ask  you  in  just  a 
moment  to  respond  to  that  as  a  result  of  my  comments  regarding 
this  code  of  ethics. 

Mr.  Garner,  I  would  like  to  take  you  back,  if  I  could,  to  page  9  of 
your  testimony  where  you  say  that  perhaps  the  greatest  difficulty 
the  franchisees  face  is  the  high  cost  of  litigation.  Yet  as  I  under- 
stand with  this  code  and  this  aspect  of  dispute  resolution,  it  is  a 
matter  of  going  through  a  process  and  then  going  through  a  legal 
process  if  that  fails. 

But  you  also  said  on  page  9  and  picking  up  on  page  10  that  one 
of  the  great  ironies  of  the  present  scheme  of  regulation  is  that 
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franchisees  who  receive  erroneous  information  through  the  disclo- 
sure process  have  no  right,  as  the  Chairman  pointed  out  in  his  re- 
marks, under  FTC  rules,  unless  they  can  find  some  other  way  to 
prove  themselves,  and  that  this  burden  of  proof  then  becomes  over- 
whelming. 

I  am  going  to  ask  both  of  you,  and  I  don't  have  much  time  left,  if 
you  could  briefly  respond  to  those  two  aspects  of  your  response. 
Specifically,  Mr.  Brown,  to  you  as  it  relates  to  this  code  of  ethics, 
which  we  are  still  waiting  to  see. 

Mrs.  Meyers.  Mr.  Chairman,  can  I  follow  with  a  question? 

Mr.  Brown 

Chairman  LaFalce.  Is  this  in  connection  with  Mr.  Mfume's  ques- 
tion? 

Mrs.  Meyers.  Yes,  just  a  follow-up. 

You  said  that  these  individuals  signed  papers  stating  they  had 
submitted  false  information,  that  they  had  lied  in  order  to  get  a 
settlement.  This  may  have  been  something  that  was  a  terrible  pres- 
sure on  the  individuals.  Had  any  of  them,  to  your  information,  ac- 
tually submitted  false  information? 

Mr.  Brown.  None  whatsoever.  Their  law  firm  is  in  Baltimore. 
The  lawyers  representing  them  will  repeat  to  you  exactly  what 
they  repeated  to  me.  They  said  they  had  never  in  their  lives  ever 
seen  such  a  requirement  in  a  settlement.  It  was  false.  There  was  no 
choice.  They  begged  their  clients  not  to  sign  it,  but  they  did. 

Mrs.  Meyers.  I  am  trying  not  to  take  one  side  or  the  other,  but  I 
do  know  that  sometimes  people  who  are  being  sued  feel  it  is  in 
their  best  interests  to  settle,  that  it  is  more  expensive  to  go  on 
through  extensive  litigation,  and  so  they  settle.  But  sometimes  they 
also  like  to  establish  the  fact  that,  although  they  are  settling,  they 
were  pressured  into  it  also.  So  there  is  pressure  on  both  sides  of 
this  litigation. 

Mr.  Brown.  Perhaps — just  in  answering  your  question. 

Mr.  Mfume.  Please. 

Mr.  Brown.  To  give  one  sentence  describing  that  litigation,  what 
I  am  telling  you  is  fact.  I  have  verified  it  and  we  have  evidence. 

The  minorities  that  I  have  been  describing — and  I  won't  repeat 
it — were  consistently  over  a  period  of  10  or  15  years  confined  to 
what  I  can  only  call  a  ghetto,  places  where  franchises  had  fallen 
apart,  were  no  longer  viable,  the  building  was  there  but  there  just 
weren't  the  customers. 

When  the  Black  people — I  will  say  Black  but  I  mean  all  of 
them — were  induced  to  buy  those  at  high  prices,  by  the  way,  they 
then  said  to  Burger  King,  well,  let  us  get  a  few  franchises  in  the 
white  communities  where  there  are  viable  franchises,  and  the 
answer  was  no.  Therefore,  they  were  kept  out  of  viable  areas,  and 
only  allowed  to  function  in  these  places  where  nobody  could  suc- 
ceed. 

Now,  that  is  the  critical  issue  of  this  case.  There  were  24  plain- 
tiffs. There  are  many  other  Burger  King  franchisees  that  know 
that  as  a  fact.  They  are  currently  franchisees  and  therefore  their 
lips  are  sealed.  They  don't  dare  talk  because  they  will  suffer  from 
that  talking. 

So  the  facts  that  were  involved  in  that  litigation  are  immutably 
correct. 
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Mrs.  Meyers.  I  can't  argue  with  you,  obviously.  But  that  sounds 
unusual  to  me. 

Mr.  Thurm.  Congresswoman,  I  would  say  on  a  lot  of  these  cases 
we  have  heard  about  today,  if  the  panel  is  interested,  there  should 
be  an  opportunity  to  hear  the  other  side  as  well,  and  I  think  there 
are  other  sides  to  the  stories  we  heard  today. 

Congressman  Mfume,  when  you  see  the  code,  there  is  a  specific 
reference  to  discrimination.  It  basically  says  a  franchisor  shall  not 
discriminate  in  the  operations  of  its  system  on  the  basis  of  race, 
color,  religion,  nationality  original,  age,  disability,  sex 

Mr.  Mfume.  But  how  is  it  enforced? 

Mr.  Thurm.  The  question  of  enforcement  is  a  very  important 
question  to  us.  That  is  one  of  the  items  I  mentioned  earlier.  We 
have  asked  our  Franchisee  Advisory  Council  to  help  us  with  that. 

Mr.  Mfume.  Can  I  expect  that  I  will  get  damages  punitive  or  tre- 
bled if  I  am  aggrieved  and  proven  to  be  correct  in  my  assertions?  If 
I  am  a  franchisee,  can  I  expect  that  will  be  part  of  the  final  report? 

Mr.  Thurm.  I  don't  know  what  will  be  in  the  final  report.  I  do 
know  that  the  enforcement  is  a  whole  part  of  this  process. 

Chairman  LaFalce.  We  do  not  have  a  provision  within  our  legis- 
lation for  punitive  damages.  We  do  not  have  a  provision  for  double 
or  treble  damages,  but  we  do  have  enforcement. 

Is  there  any  enforcement  mechanism  contemplated  for  franchi- 
sors other  than  something  that  they  would  voluntarily  agree  to,  or 
if  they  wouldn't  voluntarily  agree  to  it,  anything  other  than  expul- 
sion from  your  organization? 

Mr.  Thurm.  Expulsion  and  being  ostracized  may  be  as  harsh  a 
remedy  as  there  is. 

Chairman  LaFalce.  I  think  that  is  very  important.  In  other 
words,  under  your  self-regulation  scheme,  it  would  have  to  be 
something  that  the  franchisor,  number  one,  voluntarily  agrees  to 
some  settlement,  or  if  the  franchisor  doesn't  voluntarily  agree,  the 
ultimate,  the  most  severe  punishment  would  be  expulsion  from 
your  organization.  Is  that  correct? 

Mr.  Thurm.  Well,  it  may  or  may  not  be,  Congressman,  because 
there  is  a  lot  of  value,  in  my  opinion,  to  belonging  to  a  reputable 
trade  association. 

Chairman  LaFalce.  I  don't  dispute  the  value  of  belonging  to  the 
IFA.  It  is  simply  a  question  of  whether  or  not  the  ultimate  sanction 
might  be  expulsion  from  it.  If  75  percent  don't  belong,  some  people 
might  not  think  that  is  the  worst  thing  in  the  world  that  could 
happen  to  them. 

Mr.  Thurm.  It  is  possible  a  greater  punishment  would  be  embar- 
rassment amongst  his  colleagues  related  to  being  ostracized.  There 
are  a  variety  of  things  that  take  place  in  these  codes. 

Chairman  LaFalce.  Would  that  satisfy  you,  Mr.  Mfume,  they 
would  embarrass  the  franchisors? 

Mr.  Mfume.  Not  hardly,  Mr.  Chairman.  Not  hardly  at  all. 

Mr.  Thurm.  I  would  say,  Mr.  Chairman,  this  is  not  the  first  code 
of  ethics  that  has  been  created.  It  is  also  not  the  first  time  a  trade 
association  has  looked  toward  self-regulation.  In  fact,  there  are 
some  textbooks  on  the  subject  that  say  that  is  a  major  part  of  what 
trade  associations  do. 
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Chairman  LaFalce.  You  are  taking  a  step  in  the  right  direction. 
I  applaud  the  effort.  The  question  is  the  adequacy  of  it,  as  perfect 
as  you  might  be  able  to  bring  self-regulation. 

I  regret  that  I  have  to  personally  absent  myself  for  about  20  min- 
utes, but  I  do  have  many  more  questions  and,  therefore,  I  expect 
the  hearing  to  continue  until  I  come  back,  and  I  have  asked  Mr. 
Mfume  if  he  could  chair  the  hearing. 

Mrs.  Meyers.  Mr.  Chairman,  I  regret  also  that  I  have  to  leave, 
and  perhaps  it  is  a  good  thing,  I  am  feeling  a  little  outgunned  here, 
but 

Chairman  LaFalce.  I  am  sorry,  we  did  have  three  of  your  Mem- 
bers here  in  attendance.  I  am  sorry  they  left. 

Mrs.  Meyers.  The  hearing  went  a  great  deal  longer  than  I  think 
people  thought  it  would. 

I  do  think  that  the — I  am  glad  that  you  made  the  remarks  that 
you  have  just  made.  I  do  think  that  we  are  taking  a  step  in  the 
right  direction,  if  they  are  moving  toward  a  code  of  ethics  and  an 
attempt  to  set  up  a  dispute  resolution  mechanism  with  franchisees, 
an  attempt  to  be  more  inclusive.  I  don't  know  that  you  can  expect 
a  trade  association  to  be  a  punitive  organization. 

Chairman  LaFalce.  You  can't. 

Mrs.  Meyers.  I  don't  know  that  any  others  are,  really.  But  at 
least  you  can  set  up  the  mechanism,  you  can  ask  people  to  try  to 
adhere  to  this  code,  and  it  is  a  statement  of  your  individual  and 
personal  beliefs  as  an  association.  I  would  think  that  was  a  very 
positive  step  in  the  right  direction. 

I,  too,  will  try  to  get  back,  but  I  had  no  idea  the  hearing  would 
go  this  long.  So  I  am  sorry  that  I  have  to  leave. 

Chairman  LaFalce.  Mr.  Mfume,  can  you  take  over  for  a  while? 

Thank  you. 

Mr.  Garner.  Mr.  Mfume,  I  would  like  a  chance  to  respond  to  the 
question  you  asked  me.  I  referred  to  three  items  in  my  testimony 
and  I  would  like  to  put  them  in  context,  the  first  being  the  absence 
of  a  private  remedy  for  violation  of  the  FTC  rule. 

The  result  of  that  is  that  if  a  franchisee  contends  that  it  has 
been  defrauded  by  representations  that  the  franchisor  has  made,  it 
must  proceed  to  prove  in  essence  a  common  law  fraud  claim.  A 
common  law  fraud  claim  requires  that  the  franchisee  prove,  among 
other  things,  that  the  representation  was  false  when  it  was  made, 
and  that  the  franchisor  knew  it  was  false,  and  intended  to  defraud 
the  franchisee. 

Now,  that  can  be  done,  but  usually  not  without  access  to  the 
franchisor's  internal  records  and  documentation.  That  is  where 
that  type  of  proof  comes  from  in  a  typical  lawsuit. 

That  type  of  information  is  something  that  in  Federal  and  State 
litigation  you  can  obtain  through  the  discovery  process.  That  is  a 
very  expensive,  intensive  process. 

The  concern  I  have  about  self-regulation  is  that  process  is  not 
available.  I  don't  know  what  exactly  the  proposals  that  IFA  is 
making  contemplate,  but  I  am  very  concerned  that  what  we  would 
find  under  the  current  proposal  is  the  franchisee  does  not  have  a 
remedy  under  the  FTC  rule,  the  franchisee  goes  into  a  dispute  reso- 
lution scenario  without  the  tools  that  it  would  need  in  court  to 
prove  a  common  law  fraud  case. 
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So  it  is  kind  of  like  playing  the  game  with  half  a  deck.  That,  in 
turn,  leads  to  another  concern,  which  is  whether  the  alternative 
dispute  resolution  mechanism  is  simply  spinning  wheels  as  far  as 
the  franchisee  is  concerned. 

Mr.  Mfume.  [presiding.]  Thank  you. 

Mr.  Poshard? 

Mr.  Poshard.  Mr.  Chairman,  may  I  ask  unanimous  consent  to 
submit  a  statement  for  the  record?  I  have  three  subcommittees 
going  on  right  now  and  have  to  leave.  Thank  you. 

[Mr.  Poshard's  statement  may  be  found  in  the  appendix.] 

Mr.  Mfume.  Mrs.  Clayton? 

Mrs.  Clayton.  I  want  to  thank  the  panel  for  their  representation 
and  giving  some  of  the  graphic  interplay  between  the  two  parties 
and  some  of  the  difficulties. 

I  want  to  say  that  self-regulation  by  a  trade  organization  is  not 
unusual  and  is  the  normal  procedure.  It  is  for  doctors,  lawyers  try 
to  do  that,  accountants  trying  to  do  that.  So  that  is  the  procedure 
normally  in  trade  associations  or  professional  groups. 

However,  there  is  the  kind  of  delicate  relationship  and  balanced 
relationship  between  the  position  of  the  franchisee  in  relationship 
to  those  he  is  contracting  with.  It  is  not  a  normal  contract.  You 
really  don't  have  equal  partners  in  here. 

I  just  would  like  to  hear  from  I  guess,  Mr.  Thurm,  what  your 
feeling  is,  what  else  needs  to  be  done.  I  don't  say  that  you  shouldn't 
have  self-regulation.  I  just  think  that  is — I  am  surprised  you  didn't 
have  it  before,  reading  the  articles  in  The  New  York  Times  and  the 
industries  where  it  is  indicating  you  are  doing  it  now  because  you 
know  there  is  going  to  be  regulation. 

But  I  am  suggesting  you  should  indeed  have  those,  and  those  are 
the  standard  norm.  But  what  else  would  really  bring  that  into  bal- 
ance from  your  standpoint? 

Mr.  Thurm.  I  think  we  need  to  give  this  process  a  chance  to  get 
off  the  ground.  It  is  a  very  new  process.  You  were  right  in  saying 
that  self-regulation  is  very  common  among  the  Nation's  thousands 
of  trade  associations.  It  is  new  for  us.  Perhaps  it  is  new  because  a 
lot  of  these  concerns  that  we  have  been  hearing  about  have  been 
reported  recently.  Although,  again,  realize  there  are  other  sides  of 
the  stories  you  have  heard  today. 

In  terms  of  the  contract  process,  I  am  not  sure  that  a  contract 
between  a  tenant  and  a  landlord  is  any  more  balanced.  I  am  not 
sure  a  contract  between  an  employee  and  his  employer  is  any  more 
balanced.  That  is  the  nature  of  contracts.  You  have  a  voluntary 
agreement  between  the  two  parties.  Hopefully,  the  parties  will  un- 
derstand that  agreement  and  will  have  read  it  fully  ahead  of  time 
and  had  the  advice  of  counsel. 

Mrs.  Clayton.  I  don't  have  much  time.  I  am  surprised  you  are 
just  hearing  about  it  when  in  fact  by  your  own  testimony  you  said 
$758  billion,  some  7  million  people.  That  is  a  lot  of  activity,  to  sug- 
gest that  these  are  new.  It  is  an  enormous  amount  of  economy. 
Seven  million  persons  involved  in  that,  the  volume  and  the  oppor- 
tunity for  the  evidence  should  have  been  there. 

Let  me  just  go  to  Mr.  Brown  and  Mr.  Garner,  both  who  are  attor- 
neys. What  do  you  suggest  would  be  those  things  that  would  equal- 
ize the  playing  field  between  franchisee  and  franchisors? 
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Mr.  Brown.  For  years  I  have  suggested  that  litigation  is  a  ridicu- 
lous procedure  that  saps  the  strength  of  both  sides,  makes  lawyers 
rich,  and  doesn't  really  provide  the  kind  of  productive  and  con- 
structive method  of  marketing  that  we  would  prefer. 

Now,  the  alternative  offered  by  franchisors  has  been  one-on-one, 
"my  door  is  always  open,  you  can  come  in  and  sit  with  me  and  my 
eight  advisers  and  we  will  deal  with  you,"  and  you  know  what  that 
person  gets?  Nothing. 

The  only  suggestion  that  I  can  think  of  as  the  alternative  is  the 
one  you  have  indeed  proposed  in  the  statute,  and  that  is  affirming 
not  only  the  First  Amendment's  freedom  of  association  for  all 
franchisees  to  join  their  independent  group,  but  also  a  regulation 
that  would  preclude  franchisors  from  refusing  to  deal  with  franchi- 
sees as  a  group.  That  will  bring  not  only  the  economic  and  psycho- 
logical factors  into  posture,  but  also  bring  other  things  that  a 
franchisor  is  going  to  recognize.  Maybe  you  can  get  rid  of  some  of 
these  lawyers  and  court  burdens  and  things  of  that  sort. 

I  suggested  and  the  Chairman  mentioned  that  your  legislation  in 
so  proposing — and  by  the  way,  it  was  also  proposed  in  the  State  of 
New  York,  in  Mr.  Bianchi's  legislation,  will  stand  as  a  landmark 
for  a  franchisees'  bill  of  rights. 

The  phrase  that  I  quoted  that  the  Chairman  referred  to  was  that 
"the  success  of  their  franchisees  will  redound  to  the  benefit  of 
franchisors,"  and  it  may  take  them  kicking  and  screeching  to 
heights  of  prosperity  that  they  never  anticipated. 

The  concluding  aspect  of  what  you  are  doing  here,  however,  is  in 
my  last  sentence  in  my  statement.  As  Judge  Louis  Brandeis  sug- 
gested in  his  book,  "Sunshine  has  a  wonderful,  wonderful  effect." 

This  open  discussion  of  the  problems  therefore  serves  a  marvel- 
ous benefit. 

Mrs.  Clayton.  One  final  question.  Should  we  be  concerned  about 
the  relationship  of  different  types  of  industry? 

I  have — and  time  doesn't  permit — complaints  from  citizens  who 
have  had  problems  in  the  automobile  dealership.  I  have  also  refer- 
enced in  The  Wall  Street  Journal  about  the  one  Mr.  Brown  talked 
about.  Subway. 

Are  there  different  relationships  about  the  nature  of  the  indus- 
try between  the  franchisor  and  franchisee? 

Mr.  DiZAK.  I  would  like  to  answer  that.  On  the  point  that  it  is 
somewhat  similar  to  a  relationship  between  a  landlord  and  tenant, 
I  take  strong  disagreement,  because  a  franchisor  and  franchisee 
are  supposed  to  have  a  working  relationship,  a  partnership  to  a 
common  goal. 

I  want  to  make  another  comment,  even  if  the  IFA's  regulations 
would  work,  assuming  that  they  could  work,  if  it  is  only  covering 
25  percent  of  franchisors,  who  is  going  to  protect  the  other — who  is 
going  to  enforce  the  other  75  percent? 

The  other  factor  is  that  I  mentioned  as  far  as  even  attorneys 
here  mentioning  the  franchisees  they  represent  are  larger  franchi- 
sees that  can  afford  their  fees.  What  I  am  saying  is  that  most 
franchisees  cannot  afford  lawyers'  fees.  They  are  sunk,  and  this  is 
what  this  legislation  should  take  care  of. 
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If  it  is  in  the  disclosure  documentation,  it  would  stop  the  abuses, 
and  therefore  the  smaller  franchisees  would  not  have  to  fold  their 
tents  and  just  eat  their  losses  because  they  can't  afford  attorneys. 

Mr.  Mfume.  Would  you  go  to  the  heart  of  Ms.  Clayton's  question, 
though,  with  respect  to  different  types  of  associations,  relation- 
ships, I  think  she  specifically  was  asking  about  that. 

Mr.  DiZAK.  Yes,  and  again,  addressing  back  to  the  factor,  you 
can't  compare  somebody  going  into  an  automobile  dealership,  un- 
happy with  the  car,  the  service,  whatever,  he  is  a  customer.  There 
are  always  going  to  be  conflicts  like  that.  He  is  a  customer,  not  a 
partner.  A  franchisee  is  supposedly  a  partner.  That  is  what  the  dif- 
ference is. 

Mr.  Garner.  I  am  not  prepared  to  address  the  question  exten- 
sively, but  yes,  there  are  differences  in  the  types  of  relationships 
between  franchisors  and  franchisees.  I  will  tick  off  just  a  few  of 
them. 

Number  one,  you  have  some  franchises  where  the  franchisee 
makes  a  total  investment  of  less  than  a  few  thousand  dollars.  It 
may  be  a  part-time  occupation  for  the  franchisee.  On  the  other 
hand,  you  have  franchises  where  the  franchisee  makes  a  total  in- 
vestment in  the  millions  of  dollars. 

Interestingly,  at  that  end  of  the  scale,  there  is  probably  less  need 
for  Federal  intervention,  because  you  are  dealing  with  very,  very 
sophisticated  franchisees.  Then  you  have  everything  in  between. 

Sometimes  the  investment  that  the  franchisee  makes  is  what  I 
will  call  a  fungible  investment,  say  the  franchisee  leases  space, 
even  under  a  month-to-month  tenancy.  So  if  the  business  fails,  the 
losses  are  not  as  great  as  in  the  other  case  where  the  franchisee 
makes  what  we  will  call  a  sunk  investment.  That  means  an  invest- 
ment in  a  building,  in  equipment,  in  real  estate  that  is  dedicated  to 
that  particular  franchisor's  use. 

In  that  kind  of  a  situation,  if  the  business  fails,  that  investment 
cannot  effectively  be  turned  to  another  productive  use,  because  it  is 
dedicated,  the  architecture  is  the  franchisor's  architecture,  the 
equipment  is  especially  designed  for  that  franchisor. 

You  have  differences  in  systems  where  the  franchisor  owns  the 
land  and  possibly  the  building,  and  rents  it  to  the  franchisee,  or 
perhaps  the  franchisee  rents  the  land  from  a  third  party  and  owns 
the  building. 

I  have  ticked  off  some  examples  of  these.  They  are  differences. 
They  can  make  a  difference  in  the  consequences  to  the  franchisee 
of  nondisclosure,  of  abuse  in  the  relationship.  I  do  think  that  it  is 
something  that  the  committee  should  consider.  I  regret  that  I  am 
not  prepared  to  expand  on  it  more  at  this  time. 

Mrs.  Clayton.  Just  a  yes  or  no  answer.  You  think  the  legislation 
as  proposed,  the  disclosure  would  address  those  differences? 

Mr.  Garner.  I  think  on  the  disclosure  item,  yes. 

Mr.  Mfume.  Thank  you,  Mrs.  Clayton. 

Given  the  fact  that  we  are  not  certain  when  the  Chairman  may 
return,  some  Members  do  have  other  competing  hearings. 

Mrs.  Roybal-Allard  has  been  kind  enough  to  be  here  all  morning 
long,  and  I  would  like  to  yield  to  her  for  her  own  round  of  question- 
ing. 
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Ms.  Roybal-Allard.  Mr.  Thurm,  the  code  of  ethics  that  you  are 
working  on  and  the  standards  that  you  are  developing,  do  they 
apply  only  to  those  who  are  members  of  your  organization,  or  will 
that  apply  to  everyone? 

Mr.  Thurm.  The  code  of  ethics  would  apply  to  members  of  the 
International  Franchise  Association. 

It  is  important  to  point  out  that  notwithstanding  some  of  the  fig- 
ures we  heard  this  morning  about  a  25  percent  figure,  the  more 
relevant  figure  is  the  fact  that  the  International  Franchise  Associa- 
tion represents  a  vastly  greater  percentage  of  the  franchised  out- 
lets in  the  franchise  industry,  and  of  the  sales  in  franchising.  These 
are  the  relevant  numbers. 

The  number  of  franchisees  and  franchised  outlets  is  vastly  great- 
er than  the  few  upstart  numbers  that  might  have  been  referred  to. 

We  would  also  like  to  see  the  day  when  all  of  those  franchisors 
become  members  of  the  International  Franchise  Association  so  that 
they  will  agree  to  abide  by  a  code  of  ethics,  that  they  will  agree  to 
abide  by  self-regulatory  methods  such  as  agreeing  to  sit  down  and 
mediate — all  parties  agreeing  to  mediate — and  that  perhaps  would 
be  the  best  result  of  all  of  this. 

Ms.  Roybal-Allard.  But  given  the  fact  that  not  everyone  does 
belong,  nor  is  anyone  really  required  to  belong,  the  result  is  that, 
there  are  a  considerable  number  of  franchisors  who  don't  belong 
and  therefore  there  is  nothing  that  requires  them  to  meet  even 
whatever  minimum  standards  you  have  in  your  code  of  ethics  now. 

What  would  then  be  your  recommendation  to  protect  franchisees 
who  do  not  belong  to  your  organization  and  would  fall  under  your 
guidelines  if  not  some  kind  of  minimum  standards  that  would  be 
developed  by  the  Federal  Government? 

Mr.  Thurm.  It  is  an  excellent  question.  The  International  Fran- 
chise Association,  in  addition  to  all  of  these  activities  it  is  under- 
taking on  behalf  of  its  own  membership,  has  long  supported  full, 
fair  and  tough  enforcement  of  existing  law  by  the  Federal  Trade 
Commission. 

There  are  existing  Federal  and  State  laws  that  can  and  do  pro- 
tect franchisees.  We  are  in  favor  of  more  enforcement  power  for 
the  Federal  Trade  Commission. 

Ms.  Roybal-Allard.  What  we  are  hearing  is  that  it  isn't  work- 
ing, and  we  have  seen  case  after  case  after  case.  Something  has  to 
be  done.  Given  that  whatever  it  is  you  are  doing  does  not  cover  ev- 
eryone, and  let's  say  that  whatever  standards  are  put  together  at 
the  Federal  level,  meet  your  code  of  ethics,  and  actually  give  some 
enforcement  to  your  code  of  ethics,  what  would  then  be  your  objec- 
tion, if  in  fact  the  codes  were  parallel  to  what  you  house  with  en- 
forcement? Why  would  you  object  to  that? 

Mr.  Thurm.  I  think  we  will  have  an  enforcement  method,  as  I 
say. 

Ms.  Roybal-Allard.  That  is  only  for  your  members.  I  am  talking 
about  protecting  those  who  are  not  part  of  your  membership,  and 
all  the  abuses  that  we  have  heard  are  taking  place,  some  of  which 
have  been  mentioned  by  Chairman  Mfume.  There  are  people  who 
need  to  be  protected  who  do  not  fall  under  your  group. 


38 

Assuming  you  are  able  to  develop  a  code  of  ethics  for  people  who 
fall  under  your  jurisdiction,  we  are  trying  to  look  at  all  those  who 
do  not. 

My  question  is,  why  would  you  object  to  having  some  kind  of 
minimum  standards  put  in  place  that  would  protect  the  other 
franchisees,  especially  if  those  standards  were  not  in  conflict  with 
what  you  are  already  proposing? 

Mr.  Thurm.  My  point  is  that  we  believe  a  lot  of  those  standards 
are  already  in  place  for  the  industry.  Although  there  are  reported 
cases  where  it  is  not  working,  and  there  may  in  fact  be  some  cases 
where  it  is  not  working,  I  don't  believe  it  has  been  documented 
that  the  system  is  broken.  I  think  the  system  is  working,  and  I 
think  the  success  rates  will  bear  that  out. 

If  there  are  some  weaknesses  in  the  existing  rules  and  existing 
laws,  it  may  be  in  the  area  of  the  ability  of  the  Federal  Trade  Com- 
mission to  enforce  the  laws  that  it  already  has,  and  we  would  sup- 
port more  enforcement  power  for  the  Federal  Trade  Commission  in 
this  entire  area. 

Ms.  Roybal-Allard.  I  guess  what  concerns  me  is  when  you  have 
cases  where  there  have  been  awards,  the  courts  have  found  in  fact 
there  have  been  violations,  that  you  are  still  saying,  well,  if  they 
exist,  or,  in  the  event  that  they  do — the  fact  is  that  they  do  exist, 
and  that  is  what  we  are  trying  to  get  at. 

Mr.  Thurm.  Correct,  and  in  those  cases  the  system  worked,  be- 
cause there  were  damages. 

Ms.  Roybal-Allard.  But  not  always. 

Mr.  Thurm.  We  would  like  to  work  with  you  to  make  it  better. 

Ms.  Roybal-Allard.  One  more  question.  If  I  understood  the  testi- 
mony, there  seems  to  be  more  of  a  problem  with  the  smaller 
franchisors  than  the  larger  ones.  I  see  one  saying  yes  and  one 
saying  no. 

Mr.  Brown.  I  am  saying  no. 

Ms.  Roybal-Allard.  My  question  was,  if  in  fact  that  is  true,  then 
what  is  it  about  the  larger  franchisors,  that  enables  them  to  be 
better  than  the  smaller  ones? 

Mr.  Brown.  Nothing. 

Ms.  Roybal-Allard.  I  have  a  yes  and  a  no  here. 

Mr.  Brown.  Maybe  we  have  given  a  wrong  reference  here. 
McDonald's  is  regarded,  properly  so,  as  one  of  the  top  franchise  or- 
ganizations. Does  it  have  problems?  You  better  bet  it  has.  It  has  a 
20-year  franchise  at  the  end  of  which,  what  happens?  Buildings  die. 

The  biggest  problem  facing  McDonald's  right  now,  as  far  as  we 
are  concerned,  is  they  are  sloughing  off  buildings  that  aren't  worth 
it,  that  aren't  worth  the  investment  by  a  franchisee. 

A  Mr.  Fisher,  now  in  Ohio,  was  in  Massachusetts,  3  years  before 
the  20-year  term  was  over.  He  was  induced  to  come  in  and  become 
related  to  McDonalds  in  that  particular  franchise,  with  an  old-fash- 
ioned building,  I  will  say,  no  drive-ins  and  otherwise  old  fashioned. 
The  express  statements  were,  "We  will  try  to  get  a  new  building, 
and  if  we  can't  do  that,  we  will  help  you  with  the  drive-throughs." 

So  we  signed  up.  When  he  went  to  the  local  people  in  Burlington, 
Massachusetts,  they  said,  "We  rejected  that  three  times  for  the 
prior  owner,  and  McDonald's  was  a  party  to  the  proceedings.  Didn't 
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they  tell  you?  He  said,  No.  Well,  there  is  nothing  changed  and  we 
are  not  going  to  help  you."  So  he  lost  everything. 

Please  don't  think  that  because  we  haven't  had  a  chance  to 
recite  all  of  the  cases,  that  there  aren't  many  other  cases.  There 
are  many  other  cases,  including  automobile  dealers. 

I  will  tell  you  they  have  a  bill  pending  before  Congressman 
Brooks  right  now.  They  know  about  the  Soler  case.  They  are  infuri- 
ated about  it.  They  are  trying  to  get  the  Federal  Arbitration  Act 
amended  to  make  sure  that  there  won't  be  any  more  Mr.  Solers 
having  to  go  to  Japan  and  arbitrate  in  Japanese,  the  worst  miscar- 
riage of  justice  that  we  ever  heard  in  this  business. 

A  franchisee  in  the  automobile  industry  may  have  a  plant  worth 
anywhere  from  $2  to  $10  million  investment  in  physical  facilities. 
If  he  loses  that  dealership,  for  any  reason  whatsoever,  he  can't 
even  blow  it  up.  It  costs  almost  as  much  to  take  it  down  as  it  did  to 
build  it. 

The  National  Automobile  Dealers  Association  is  handling  its  own 
affairs  ably  and  it  is  not  for  me  to  suggest  otherwise,  but  I  am 
going  to  be  in  the  Supreme  Judicial  Court  of  Massachusetts  on 
May  6th  representing  an  automobile  dealer  who  has  had  a  terrible 
time.  I  won't  go  into  that  any  further. 

The  problems  are  pandemic.  What  the  voluntary  alternate  dis- 
pute resolution  suggests,  and  I  support  it,  and  by  the  way,  the  orga- 
nization behind  it  is  one  of  the  most  wonderful  in  the  whole  world, 
that  organization  is  helpless  if  people  coming  into  it  don't  have 
good  laws,  decent  laws,  decent  access  to  facts,  and  decent  ability  to 
present  their  cases  in  order  to  try  to  mediate.  That  is  the  difficulty. 
Nothing  that  the  IFA  has  proposed  would  change  that. 

That  is  the  Achilles  heel  of  their  proposal,  as  well  as  for  the  al- 
ternate dispute  resolution  procedure,  which  in  itself  is  a  wonderful, 
wonderful  procedure. 

Mr.  Thurm.  Congresswoman,  let  me  just  add  very  quickly,  in  fur- 
ther answer  to  the  question,  if  somebody  has  broken  a  contract, 
there  are  laws  in  every  State  to  cover  that  breach  of  contract  situa- 
tion. If  someone  has  been  lied  to,  there  are  laws  in  every  State  to 
handle  that  situation. 

If  litigation  is  hard  to  come  by,  or  if  there  is  difficulty  in  the  liti- 
gation process,  that  is  a  separate  issue.  That  is  not  part  of  this 
process.  But  that  is  another  reason  why  we  are  pushing  for  this 
mediation  program. 

The  mediation  program  that  we  are  developing,  the  National 
Franchise  Mediation  Program,  is  available  to  nonlFA  members  as 
well  as  to  IFA  members,  and  that  the  organization  that  we  are 
dealing  with,  a  very,  very  reputable  organization,  has  a  marvelous 
track  record.  It  has  solved  in  excess  of  85  percent  of  its  dispute 
cases  through  the  mediation  process.  This  involved  different  indus- 
tries, and  it  deals  with  both  large  and  small  companies. 

So  we  think  there  is  a  real  good  system  in  terms  of  this  media- 
tion process  to  bring  the  parties  together,  make  them  sit  down  and 
talk  about  their  concerns.  The  track  record  suggests  that  85  per- 
cent of  those  disputes  will  be  settled  that  way  without  the  pain,  the 
suffering  and  the  cost  of  litigation.  What  we  are  suggesting  is,  let's 
give  it  a  chance. 
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Mr.  DizAK.  You  asked  my  opinion  as  far  as— we  have  a  friendly 
difference  of  opinion  between  myself  and  Mr.  Brown  concerning 
abuses  with  larger  franchises  versus  smaller  franchises.  I  think  Mr. 
Brown's  experience  is  limited  to  larger  franchises.  The  larger 
franchisees  are  the  only  ones  that  can  afford  his  rates.  That  is 
where  there  is  a  real  problem. 

I  feel  most  of  the  larger  franchisors  as  a  whole  cannot  take  the 
chance  to  get  negative  press.  There  are  always  going  to  be  some 
people  unhappy.  You  can  never  please  100  percent  of  the  people 
100  percent  of  the  time.  But  the  larger  franchisors  for  the  most 
part  are  in  it  for  the  long  haul. 

There  are  a  lot  of  smaller  franchisors  that  are  in  it  4  or  5  years 
to  get  a  quick  buck  and  run.  These  are  the  franchisees  of  those  par- 
ticularly franchisors  that  I  feel  need  the  protection,  and  again, 
they  cannot  afford  lawyers.  This  legislation  would  protect  them,  be- 
cause it  would  put  the  fear  in  those  franchisors. 

Chairman  LaFalce.  [presiding.]  I  want  to  clarify  some  points.  I 
surely  intend  that  my  legislation  would  do  that,  should  it  ever 
pass.  We  have  three  different  bills,  as  you  know,  and  I  think  there 
are  different  degrees  of  probability  for  each  of  them,  and  there  is  a 
certain  gestation  period.  I  am  just  trying  to  be  calm  and  unemo- 
tional, Mr.  Brown. 

Mr.  Brown.  Sorry. 

Chairman  LaFalce.  Should  the  fair  practice  bill  pass,  I  would 
want  to  ensure  that  the  contractual  rights  that  exist  between  Mr. 
Dizak  and  his  franchisees  would  automatically  be  borne  by  any- 
body who  should  purchase  the  assets  of  Mr.  Dizak.  To  the  extent 
that  my  legislation  is  unclear  on  that,  I  would  seek  your  support  m 
clarifying  that. 

Second,  I  surely  do  not  want  to  make  a  Federal  Court  an  exclu- 
sive court  of  jurisdiction.  I  would  want  to  have  concurrent  jurisdic- 
tion over  the  right  of  action  in  both  courts. 

In  fact,  it  would  be  my  personal  preference  if  we  use  the  State 
courts,  if  that  were  available  prior  to  the  Federal  courts,  but  I 
wouldn't  want  to  put  that  in  legislation,  either.  That  is  a  personal 
preference. 

I  don't  know  that  you  could  fine-tune  something  like  that.  But  if 
we  don't  adequately  make  it  clear  that  this  Federal  cause  of  action 
could  be  brought  in  both  State  and  Federal  Court,  I  think  we  would 
need  assistance  in  clarifying  that. 

Mr.  Thurm,  I  applaud  the  fact  that  you  have  come  here  on 
behalf  of  the  IFA.  As  I  said  3  years  ago,  2  years  ago,  indeed  a  year 
ago,  it  was  my  desire  to  work  with  the  IFA  to  help  define  the  prob- 
lems that  exist  in  their  true  perspective,  and  to  come  up  with  what 
I  believe  is  necessary,  reasonable  legislation  to  deal  with  it. 

Subsequently,  at  some  point  last  year,  I  came  to  the  conclusion  I 
would  not  be  able  to  deal  with  the  IFA.  I  hope  that  was  a  tempo- 
rary lapse  and  that  I  can  deal  with  the  IFA  in  the  future. 

I  think  your  testimony  here  is  some  indication  that  might  be  pos- 
sible. I  think  that  the  steps  you  have  taken  are  steps  in  the  right 
direction.  But  I  am  still  a  little  bit  concerned  that  you— you  bemg 
the  IFA— might  only  want  to  do  that  which  it  can  do  mternally. 

I  think  given  the  best  intentions,  the  best  motives,  your  capacity 
to  act  internally  as  a  trade  association  is  so  limited  that  you  must. 
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if  you  really  are  proceeding  in  good  faith,  recognize  the  necessity  of 
regulation  and  legislation,  for  the  best  interests  of  franchising. 
Whether  that  should  be  at  the  State  level  or  the  Federal  level,  rea- 
sonable people  can  differ  on  that. 

I  happen  to  believe  strongly  that  it  is  in  the  best  interests  of  the 
franchisors — forget  franchisees  for  a  second — to  have  one  body  of 
law  to  be  concerned  about,  so  they  can  apply  it  uniformly.  It  could 
cut  down  their  expenses;  it  could  enhance  their  predictability  tre- 
mendously. 

It  is  still  my  hope  that  eventually  we  might  be  able  to  achieve  a 
compromise  in  franchising  as  I  was  able  to  deal  on  the  subject  of 
mortgage  servicing  rights,  where  I  introduced  legislation  that  was 
fought  adamantly  by  the  bankers  association  until  they  saw  I 
wanted  to  be  very  fair  and  reasonable.  We  worked  together  over  a 
2-year  period  on  every  dotted  "i"  and  crossed  "t,"  and  then  their 
only  problem  was  that  they  would  only  support  it  if  in  fact  it  pre- 
empted State  law. 

Again,  I  say  that  if  the  IFA  were  to  ever  support  Federal  legisla- 
tion, then  I  surely  would  entertain  the  prospects  of  it  preempting 
conflicting  State  laws.  But  they  would  have  to  actively  support  the 
passage  of  Federal  legislation  for  me  to  entertain  and  concur  with 
Federal  preemption. 

I  know  this  might  upset  Mr.  Brown,  but  if  we  get  to  that  point, 
Mr.  Brown,  I  think  that  is  a  problem  that  you  could  wrestle  with 
at  that  time. 

Mr.  Brown.  I  think  the  Federal  courts  could  handle  it. 

Chairman  LaFalce.  Federal  preemption  of  law,  but  not  so  far  as 
jurisdiction  to  hear  the  cases.  I  am  not  just  talking  about  the  fair 
practices  legislation,  but  also  the  disclosure  legislation.  If  you  have 
a  Federal  disclosure  requirement,  let  that  prevail  over  individual 
State  disclosure  requirements. 

Mr.  Brown.  You  have  one  problem,  then.  The  best  enforcing 
group  of  people  in  the  United  States  are  in  NASA,  and  they  are 
doing  a  wonderful  job,  in  the  13  States.  They  are  entitled  to  a  lot  of 
credit  for  us  being  here. 

Chairman  LaFalce.  Oh,  they  really  are.  Of  course  one  of  the 
things  we  have  viewed  when  we  were  drafting  our  disclosure  was 
not  simply  the  FTC  disclosure  rule,  but  also  the  model  disclosure 
law  the  States  have  proposed.  Of  course  we  tried  to  pick  and  choose 
what  we  considered  to  be  the  best  elements  of  that. 

Having  put  it  in  that  note,  I  don't  know  that  I  want  to  get  into 
nitty-gritty  difficulties  I  had  with  anybody's  testimony.  I  don't 
know  that  it  would  serve  a  good  purpose  at  this  point  in  time.  But 
this  problem  is  not  going  to  go  away.  The  potential  issues  are  not 
going  to  go  away. 

Franchising  will  become  an  increasing  way  of  doing  business 
within  the  United  States,  for  good  or  for  bad.  It  will  be  for  both 
good  and  bad.  What  we  want  to  do  is  emphasize  the  good  and  mini- 
mize the  bad. 

It  seems  to  me  we  need  a  body  of  law,  a  code  of  conduct,  and  a 
body  of  data  in  order  to  accomplish  that.  Again,  I  want  to  work 
with  all  individuals,  franchisees  and  franchisors,  franchisor  associa- 
tions, franchisee  associations,  anybody  who  wants  to  work  with  me, 
Republican  or  Democrat.  But  it  would  be  difficult  if  at  the  starting 
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point  there  was  an  attitude  of  obstinacy,  or  yes,  we  will  do  any- 
thing in  order  to  avoid  legislation.  No,  I  want  to  work  with  those 
who  have  the  thought  in  mind,  clearly  legislation  is  needed,  it 
ought  to  be  a  reasonable,  balanced  legislation. 

Anybody  else  have  any  statement? 

With  that,  I  thank  you  very  much. 

The  hearing  is  adjourned. 

[Whereupon,  at  12:45  p.m.,  the  committee  was  adjourned,  subject 
to  the  call  of  the  Chair.] 
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REP.  JOHN  J.  LaFALCE,  CHAIRMAN 

COMMITTEE  ON  SMALL  BUSINESS 
U.S.  HOUSE  OF  REPRESENTATIVES 

Hearing  on 

FRANCHISING:  IS  SELF -REGULATION  SUFFICIENT? 

April  21,  1993 

Today's  hearing  continues  the  Small  Business  Committee's 
inquiry  into  key  issues  of  business  franchising.  During  the  past 
three  years  the  Committee  has  endeavored  to  bring  before  the 
Congress  a  variety  of  issues  and  problems  involving  both  the  sale 
of  franchises  to  the  public  and  the  conduct  of  franchise  business 
relationships.  This  effort  has  sought  to  emphasize  the  growing 
importance  of  franchising  in  our  nation's  economy  and  to  highlight 
the  benefits  and  the  pitfalls  of  franchising  as  an  avenue  for  small 
business  ownership  and  as  a  method  for  promoting  small  business 
growth . 

Since  the  Committee's  last  formal  hearing  on  franchising  last 
July,  I  have  noticed  a  shift  in  the  focus  of  public  debate  over 
franchising- -from  arguments  of  whether  serious  problems  exist  in 
franchise  sales  and  relationships  to  discussion  of  appropriate 
methods  for  addressing  any  problems  or  abuses  that  may  exist.  I 
see  this  as  an  extremely  important  and  promising  development. 

In  May,  1991,  I  addressed  the  annual  legal  symposium  of  the 
International  Franchise  Association  CIFA) ,  where  I  outlined  the 
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problems  the  Committee  had  found  in  more  than  a  year  of 
investigation  into  franchising  and  offered  the  resources  of  the 
Small  Business  Committee  to  assist  the  IFA's  membership  to  initiate 
a  broad  discussion  of  franchising  problems  and  appropriate 
remedies.  I  explained  my  own  philosophy  of  regulation  as  one 
emphasizing  "what  the  private  sector  should  and  can  do  voluntarily, 
it  should  do;  but  what  the  private  sector  cannot  do,  government 
should  attempt  to  regulate  for  purposes  of  the  public  good."  I 
also  expressed  my  belief  that  it  was  imperative  for  the  assembled 
franchisors  "to  begin  to  address  the  problems  of  franchising  to 
assure  that  their  reputations  remain  unblemished  by  the  actions  of 
others,  and  to  assure  that  abuses  in  the  industry  do  not  lead  to 
unnecessary  or  excessive  regulation." 

I  meant  these  words  when  I  said  them  two  years  ago,  and  I 
continue  to  believe  them  today.  Unfortunately,  the  type  of  broad, 
constructive  dialogue  between  franchisors,  franchisees  and  public 
officials  which  I  had  hoped  to  encourage  at  that  meeting  did  not 
ensue. 

In  recent  months,  however,  we  have  seen  important  signs  of 
change.  The  incoming  Chairman  of  the  IFA,  and  several  former  IFA 
chairmen,  have  made  public  statements  calling  on  franchisors  to 
move  beyond  the  "we-vs-them"  mentality  that  has  come  to  dominate 
attitudes  toward  franchisees  and  to  seek  increased  cooperation  and 
partnership.  Last  fall,  the  IFA  revised  its  Code  of  Ethics  to 
attempt  to  respond  to  many  of  the  grievances  expressed  by 
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franchisees.  More  recently,  the  IFA  has  proposed  a  number  of  new 
initiatives  to  facilitate  alternative  dispute- resolution 
mechanisms,  franchisor- franchisee  councils  and,  even,  eventual  full 
membership  in  the  association  for  franchisees.  Influential  voices 
within  and  outside  the  IFA  have  also  called  for  concrete  and 
meaningful  steps  toward  industry  self -regulation. 

I  would  like  to  believe  that  the  activities  of  this  Coiranittee 
may  have  been  responsible,  at  least  in  part,  for  some  of  these 
positive  developments. 

The  purpose  of  today's  hearing  is  to  initiate  public 
discussion  of  self -regulation  in  franchising.  The  Committee  is 
interested  in  the  details  of  such  initiatives  now  being  undertaken 
and  the  outlines  of  those  contemplated  for  the  future.  What  forms 
should  self -regulation  take?  How  broadly  would  it  apply?  And  what 
enforcement  mechanisms  are  contemplated?  Of  equal  interest  are 
questions  relating  to  the  broader  issue  of  self -regulation.  Is 
self -regulation  possible  in  franchising?  And  is  it,  in  itself, 
sufficient  to  address  the  problems  and  disputes  that  appear  to  have 
increased  in  franchising  in  recent  years? 

Testifying  this  morning  will  be  a  panel  of  very  capable 
experts  on  franchising  who  will  approach  this  issue  and  these 
questions  from  a  variety  of  perspectives.  I  had  hoped  that  today's 
panel  would  also  have  included  the  current  Chairman  of  the 
International  Franchise  Association,  Stephen  Lynn,  who  could  have 
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offered  the  valuable  perspective  of  a  large  franchisor,  and  at 
least  one  of  two  former  IFA  Chairmen  who  were  also  invited  to 
appear  today.  Unfortunately,  I  understand  that  the  demands  of 
business  and  the  many  activities  associated  with  the  IFA' s 
international  franchise  exposition  later  this  week  have  precluded 
their  appearance  here  today. 

However,  this  is  an  issue  the  Committee  intends  to  pursue 
again  in  the  future  and  we  surely  will  provide  additional 
opportunities  to  hear  from  these  and  other  witnesses,  and  it  is  my 
understanding  that  they  are  also  desirous  of  testifying. 

Let  me  emphasize  once  again  the  importance  of  the  changed  tone 
of  debate  amongst  franchisors  and  also  of  the  initiatives  that  are 
being  discussed  today  by  franchisors.  Whether  these  initiatives 
can  bring  greater  balance  and  harmony  to  franchising,  or  whether 
additional  private  or  public  measures  are  necessary,  are  questions 
that  merit  broad  public  analysis.  As  I  stated  two  years  ago,  I 
believe  it  is  of  vital  importance  that  all  parties  in  franchising 
join  in  meaningful  discussion  of  ways  to  improve  this  vital 
business  concept  that  is  of  such  critical  importance  for  small 
business  development  and  for  our  nation's  economy. 
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STATEMENT  OF  CONGRESSMAN  GLENN  POSHARD 

COMMITTEE  ON  SMALL  BUSINESS 

APRIL  21,  1993 


Mr.  Chairman,  thank  you  for  arranging  this  hearing  and 
providing  our  committee  the  continued  opportunity  to  explore 
issues  relating  to  franchising.   I  believe  our  previous  hearings 
have  helped  define  some  of  the  issues  facing  an  extremely  large 
and  important  sector  of  our  economy,  and  I  know  you  have 
introduced  a  series  of  bills  to  address  some  of  the  concerns 
which  have  been  raised  in  those  sessions. 

Franchise  operations  provide  a  unique  opportunity  for 
entrepreneurs  to  put  their  talents  to  work  and  achieve  success. 
And  they  are  often  the  source  of  the  first  paycheck  for  our  young 
people  who  are  saving  for  college  or  helping  their  families  make 
ends  meet.   Because  franchise  operations  are  such  a  large  part  of 
our  economy,  I  believe  the  Small  Business  Committee  has  a 
responsibility  to  examine  how  these  arrangements  work  and  whether 
improvements  can  be  made  which  will  benefit  everyone  involved. 

Mr.  Chairman,  I  appreciate  having  this  opportunity  and  look 
forward  to  the  testimony  from  our  excellent  panel  of  witnesses. 
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STATEMENT  BY  CONGRESSMAN  JIM  RAMSTAD  OF  MINNESOTA 

BEFORE  THE  HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

HEARING  ON  "SELF-REGULATION"  IN  THE  FRANCHISE  INDUSTRY 

April  21,  1993 

Mr.  Chairman,  I  would  like  to  commend  you  for  calling  this 
hearing  on  the  issue  of  self-regulation  in  the  franchise  industry 
as  part  of  your  ongoing  investigation  into  franchising. 

As  you  know,  franchises  are  extremely  important  to  the  American 
economy.   Nearly  one-third  of  all  goods  and  services  in  this 
country  are  sold  through  franchises.   John  Naisbitt,  the  author 
of  Megatrends,  estimates  that  this  figure  will  rise  to  around  50 
percent  by  the  year  2000. 

Franchises  employ  over  7  million  people  in  this  country  —  and 
have  been  a  consistent  source  of  new  jobs  in  our  beleaguered 
economy . 

That  is  why  it  is  absolutely  imperative  that  we  avoid  over- 
regulating  these  important  small  business  entities. 

Under  current  law,  the  Federal  Trade  Commission  (FTC)  and  the 
Unified  Franchising  Operating  Circular  (UFOC)  require  detailed 
financial  disclosure  information.   This  information,  combined 
with  normal  legal  and  contractual  business  safeguards,  helps 
protect  franchisees. 

It  is  important  that  we  not  enact  laws  at  the  federal  level 
similar  to  the  recently-passed  Iowa  statute.   That  law  appears  so 
onerous  that  many  major  franchisors  have  said  they  will  no  longer 
establish  franchises  in  that  state. 

Enacting  such  a  law  would  deprive  American  consumers  of  the 
retail  choices  available  through  franchises  and  restrict  the 
ability  of  America's  small  business  men  and  women  to  own  and 
operate  franchises.   That  is  a  tragedy  we  all  want  to  avoid. 

Thank  you  again,  Mr.  Chairman,  and  I  look  forward  to  hearing  from 
our  witnesses  today. 
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STATEMENT  OF  HAROLD  BROWN 

Hearing  on 

"FRANCHISING:  IS  SELF -REGULATION  SUFFICIENT?" 

COMMITTEE  ON  SMALL  BUSINESS 
U.S.  HOUSE  OF  REPRESENTATIVES 

April  21,  1993 

There  has  been  a  recent  surge  in  legislation  and  legislative 
proposals  both  at  the  state  and  federal  levels.  A  relationship 
termination  bill  was  introduced  in  the  South  Dakota  legislature  on 
Jan.  27,  1993,  patterned  on  the  all-inclusive  1992  Iowa  statute 
passed  in  1992.'  In  addition  to  the  familiar  "good  cause" 
restrictions.  So.  Dak.  House  Bill  No.  1256  would  impose  a  mutual 
statutory  duty  of  good  faith;  permit  acquisition  of  equipment, 
supplies,  and  services  from  outside  sources;  prohibit  denial  of 
transfer  without  good  cause;  and  bar  encroachment  within  "an 
unreasonable  proximity"  of  an  established  franchise.  Similar 
public  policy  proposals  have  been  offered  in  Texas  (S.  No. 195)  and 
Arkansas  (S.  No. 227)  for  restaurant  franchisees.  The  Texas  measure 
is  a  relationship-termination  law  that  also  provides  a  private 
remedy  for  the  franchisor's  failure  to  comply  with  the  FTC  pre-sale 
disclosure  rule.  In  addition  to  other  restrictions,  it  would 
expressly  bar  encroachment  "within  such  proximity  as  would  cause  an 
8%  or  more  reduction  in  gross  sales  in  any  month  during  the  next  2  4 
months."  The  Arkansas  "procedural  fairness"  measure  would  prohibit 
contractual  provisions  purporting  to  apply  extra-state  laws  to 
local  businesses  or  a  contractual  choice  of  extra-state  venue.  It 
is  expressly  "declaratory  of  public  policy"  and  "intended  to  apply 
to  franchises  granted,  transferred,  renewed,  or  in  existence  on  or 


For  the  Iowa  statute,  see  (CCH)  Tr.  Reg.  Rep.  f4150,  et  seq. 
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after  the  law's  effective  date."  A  Washington  bill  (H.  No.  1698) 
would  amend  already  strong  franchise  legislation  to  prohibit 
discrimination  between  franchisees  on  the  basis  of  "race,  creed, 
color,  national  origin,  sex"  or  vthe  presence  of  any  broadly 
specified  physical  handicap. 

Both  McDonalds  Corp.  and  Holiday  Inns  have  constitutionally 
challenged  the  Iowa  statutory  declaration  that  the  act  shall  apply 
to  existing,  as  well  as  to  future  franchisees.  By  now,  they  must 
realize  that  the  impairment  of  contract  claim  is  not  mechanically 
applied,  that  it  depends  on  the  public  policy  factors,  possibly 
whether  they  are  "fundamental,"  and  that  a  clear  expression  of 
legislative  intent  will  probably  prevail.^  Recent  bills  have 
included  express  language  to  that  effect. 

On  the  merits,  it  would  be  unwise  for  a  legislature  to  adopt 
such  a  significant  statute  to  protect  thousands  of  future 
franchisees,  but  to  restrict  its  application  to  present 
franchisees.  The  million  or  more  franchisees  in  the  nation  have 
been  responsible  for  the  extraordinary  growth  of  franchising  and 
the  wide-spread  success  of  many  franchise  systems.  There  would  be 
grave  injustice  in  their  exclusion  from  "good  cause"  protection 
until  ten  or  twenty  years  later  when  their  existing  contract  terms 
expire. 

Further,  these  statutes  regulate  certain  "bad  faith  conduct" 


^  See,  e.g.  Solman  Distributors,  Inc.  v.  Brown-Forman  Corp.. 
(CCH)  Bus.  Franch.  Guide  f9487  (1st  Cir.  1989)  .  (application  to 
existing  dealers  is  constitutional  where  policy  is  clearly  stated) . 
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rather  than  the  franchise  agreement.  At  common  law,  the  "bad 
faith"  standard  arises  either  as  an  implied  covenant,^  a  duty 
founded  on  the  gross  imbalance  in  the  relationship,"  on  equitable 
principles,  or  as  a  per  se  violation  of  "little"  FTC  Acts,'  all  of 
which  are  amenable  to  state  legislative  authority.  Several  courts 
have  questioned  the  very  existence  of  a  contract  that  reserves 
unlimited  power  to  the  franchisor,  as  almost  all  of  them  do,  opting 
instead  for  the  implied  covenant  of  good  faith  and  fair  dealing  to 
prevent  the  contract  from  being  declared  a  nullity.'  That  good 
faith  duty  is  strongest  during  performance  and  termination.^ 

Much  of  the  current  surge  of  state  legislation  and  proposals 
has  been  guided  and  inspired  by  federal  legislation  offered  by 


'  Wriaht-Moore  Corp.  v.  RICOH  Corp..  908  F.2d  122,  (CCH)  Bus. 
Franch.  Guide  f9665  (7th  Cir.  1990),  after  remand,  794  F.Supp.  844 
(N.D.  Ind.  1991),  aff'd,  F.2d  WL  322668  (7th  Cir.  1992). 

*  Arnold  v.  National  County  Mutual  Fire  Ins.  Co.,  725  S.W.2d 
165  (Tex.  1987);  Manges  v.  Guerra.  673  S,W.2d  180  (Texas  Sup. 
Ct.l984);  Christensen  v.  Integrity  Insurance  Co. .  709  S.W.2d  724 
(Tex.  App.  (Houston  14th  Dist.  1986);  Dunfee  v  Baskin  Robbins. 
Inc.  ,  720  P. 2d  1148  (Mont.  Sup.  Ct.  1986)  (CCH)  Bus.  Franch.  Guide 
f8606. 

'  Anthony^s  Pier  Four,  Inc.  v.  HBC  Associates.  411  Mass.  451,- 
583  N.E.2d  806  (1991)  (bad  faith  breach  of  contract,  based  on 
effort  to  obtain  higher  payment,  constituted  violation  of  "little" 
FTCA,  requiring  remand  for  consideration  of  statutory  exemplary 
damages) . 

*  Scheck  V.  Burger  King  Corp. .  756  F.Supp.  543  (S.D.  Fla. 
1991);  Scheck  v.  Burger  King  Corp.  CCH  Bus.  Franch.  Guide  fl0,049 
(S.D.  Fla.  1992). 

■'  See,  Market  St.  Assoc.  Ltd.  v.  Frev  et  al.  941  F.2d  588  (7th 
Cir.  1991) . 
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Congressman  John  J.  LaFalce  (D.N.Y.)  that  duplicates  his  control 
and  disclosure  measures  pending  in  the  last  expired  session,  with 
some  important  modifications.*  That  program  is  so  significant  that 
it  will  require  an  entire  article  or  more.  It  reflects  a  confirmed 
commitment  by  the  Buffalo,  New  York  Congressman  and  a  solid  bloc  of 
non-partisan  supporters  in  the  entire  House.  It  has  indeed  invoked 
both  action  and  attack  by  the  International  Franchise  Association 
against  its  provisions  and  the  Congressman  himself. 

The  disclosure  proposal  would  authorize  a  private  action  to 
enforce  the  FTC  PreSale  Disclosure  Rule  as  originally  recommended 
by  the  FTC  when  the  Rule  was  adopted  in  1979.  It  is  currently 
enforced  in  many  states  with  a  private  right  under  "little"  FTC 
Acts.  The  International  Franchise  Association  fought  the  Rule's 
original  adoption  for  a  decade;  since  1979  it  has  succeeded  in 
hobbling  the  Rules  enforcement  by  Congressional  mandate. 
Demonstrably,  the  franchisor's  flouting  of  a  long  established  and 
beneficial  rule  merits  immediate  adoption  of  private  recourse  for 
violations.  Comparable  private  recourse  also  exists  in  the 
eighteen  states  requiring  pre-sale  registration  or  disclosure;  some 
of  those  states  overlap  "little"  FTC  Acts  that  provide  the  same 
relief  for  violations  of  the  FTC  Pre-Sale  Disclosure  Rule. 

The  conduct  proposal  duplicates  important  protection  that  has 
prevailed  for  as  much  as  twenty  years  in  almost  all  of  the  major 
commercial  states  without  demonstrable  injury  to  franchisors  or 


*  House  Bills  (103rd  Congress,  1st  Session)  HR  1315,  HR  1316 
&  HR  1317  introduced  in  Congress  on  March  11,  1993.  (CCH  Bus. 
Franch.  Guide  Report  No.  159,  March  24,  1993.) 
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franchising,  but  with  substantial  relief  for  franchisees  and 
consequent  consumer  benefits.  Among  other  important  provisions,  it 
relies  on  the  broad  definition  of  good  faith  that  prohibits  the 
denial  of  the  fruit  of  the  contract  to  the  franchisee  and  mandates 
action  reasonably  anticipated  and  needed  to  achieve  that  purpose.' 
In  addition  to  protecting  the  franchisee  freedom  of  association,  it 
prohibits  a  franchisor  from  preventing  franchisees  from  attempting 
to  resolve  disputes  with  their  franchisor  through  collective 
action.  It  also  requires  franchisors  to  perform  competently  under 
industry  standards.  It  prohibits  the  use  of  numerous  procedural 
and  contractual  devices  to  restrict  franchisees'  right  to  local 
relief  in  court  or  arbitration.  This  statute  would  only  apply 
prospectively . 

The  third  bill  is  an  information  filing  and  reporting  measure 
covering  a  wide  range  of  specific  data.  These  materials  would  be 
government  analyzed  and  published.  The  purpose  would  be  to  develop 
reliable  data  on  information  for  prospective  franchisees  and  the 
public,  especially  federal  and  state  regulatory  authorities.  The 
need  for  such  statistical  analysis  is  evident  from  a  serious 
dispute  over  termination  and  failure  rates  in  franchising  and  as 
compared  with  non-franchised  businesses.'" 

The  International  Franchise  Association's  broad  scale  attack 


'  See  attached  Appendix  A  entitled  "Comments  on  the  Scope  and 
Application  of  the  Doctrine  of  Good  Faith  and  Fair  Dealing  in 
Franchise  Litigation." 

'"  See  attached  Appendix  B  entitled  "Comment  on  Industry 
Statistics. " 
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on  the  proposed  legislation  is  unfortunate.  The  proposals  have 
been  extensively  reported  and  discussed  over  the  past  two  years  by 
franchisors,  franchisees,  their  associations,  private  counsel  and 
academics.  Many  accommodations  have  been  made.  Some  important 
provisions  have  been  extensively  adopted  by  major  franchisors  on  a 
voluntary  basis,  proving  that  legitimate  business  can  prosper  while 
allowing  franchisees  to  obtain  desperately  needed  protection  when 
abuse  occurs.  Aside  from  personal  attack  and  strong  lobbying,  the 
I  FA  program  has  reportedly  mounted  a  major  public  relations 
campaign. 

The  IFA  has  used  many  devices.  One  prime  maneuver  has  been  to 
negotiate  for  compromise  and  accommodation,  but  then  to  oppose  the 
finally  negotiated  product.  Another  has  been  to  mount  a  "self- 
regulation"  campaign  centered  on  the  adoption  of  a  widely 
advertised  Ethical  Code  of  Conduct  for  all  IFA  members.  A  similar 
ethical  code  gambit  was  successfully  employed  by  the  IFA  in  the 
1970 's  to  delay  and  hobble  the  FTC  adoption  of  the  Pre-Sale 
Disclosure  Rule  for  ten  years  from  1970  up  to  its  effective  date  of 
October  21,  1979. 

At  the  same  time,  the  IFA  claims  that  there  is  no  proven 
record  that  calls  for  the  adoption  of  prophylactic  disclosure 
relief  and  conduct  restriction.  The  weakness  of  that  attack  is 
demonstrable  from  the  devastating  progression  of  contractual 
restrictions  on  franchisees  and  an  imposing  list  of  covenants 
designed  to  preclude  franchisees  from  obtaining  reasonable  access 
to  an  impartial  tribunal.   The  Achilles  Heel  of  the  IFA  Ethical 
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Code  is  self-evident  in  its  lack  of  any  meaningful  system  of 
enforcement,  though  the  Code  declares  that  violators  "are  subject 
to  suspension  or  expulsion  from  the  trade  association."  The  IFA 
has  been  challenged  as  to  how  franchisees  can  effectively  complain, 
what  procedure  is  available  for  an  impartial  determination,  and  the 
real  impact  of  proven  violation.  The  IFA  has  avoided  any  offer  of 
an  independent  private  right  of  action  to  enforce  the  Code  against 
any  violators. 

Among  the  highlights  of  the  Code  is  a  prohibition  of 
termination  without  good  cause,  notice,  and  a  reasonable 
opportunity  to  cure.  There  can  be  immediate  termination  for 
insolvency,  abandonment,  criminal  misconduct,  or  endangering  public 
health  or  safety.  For  starters,  if  there  were  to  be  an  effective 
hearing  on  each  complaint,  the  IFA  would  be  swamped  with  cases  it 
could  not  possibly  process.  This  would  especially  occur  in  complex 
cases  where  numerous  other  issues  had  to  be  tried.  Success  would 
not  result  in  damages  or  injunctive  relief,  but  simply  "suspension 
or  expulsion."   By  then,  the  time  bar  might  well  have  expired. 

Non-renewal  would  be  permissible  upon  expiration:  (1)  for  good 
cause  and  180  days'  notice;  (2)  on  180  days'  notice  with  sale 
allowed  to  a  qualified  party  and  by  the  dealer  under  a  different 
name;  (3)  without  notice  for  serious  violations  enumerated  for 
termination;  or  (4)  upon  the  franchisor's  withdrawal  from  the 
market.  The  proposal  flatly  ignores  the  substantial  fair  market 
value  of  the  dealer's  local  goodwill  in  a  going  business.  It 
provides  no  other  relief.   It  is  subject  to  the  same  criticism  on 
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the  need  for  a  fair  and  speedy  hearing,  without  risk  of  a  time  bar. 

As  for  a  proposed  transfer,  approval  shall  not  be  withheld: 
(1)  if  the  seller  is  in  full  compliance;  (2)  the  vendee  meets 
current  qualifications;  (3)  the  transfer  terms  meet  the 
franchisor's  current  requirements;  and  (4)  the  franchisor  waives  a 
right  of  first  refusal.  Except  for  the  second  requirement,  the 
"conditions"  are  unfair  and  inappropriate.  The  existing  franchisee 
may  have  had  health,  money,  or  business  problems,  all  of  which 
motivated  the  sale  at  market  value,  with  the  buyer  being  required 
to  repair  all  deficiencies.  The  right  of  first  refusal  has  been 
broadly  attacked  as  a  dangerous  preemptive  that  can  destroy  a 
legitimate  sale. 

The  encroachment  standards  reveal  that  no  franchisor  will  ever 
be  found  liable  since  it  shall  "take  into  account":  (1)  the 
contractual  territoriality;  (2)  the  "similarity"  of  both  outlets; 
(3)  whether  customers  will  "be  the  same";  (4)  "competitive 
activities"  in  the  market;  (5)  market  characteristics;  (6)  the 
existing  franchisee's  ability  to  "satisfy  anticipated  demand";  (7) 
the  impact  of  the  new  outlet  on  the  old  one;  (8)  the  existing 
outlet's  "quality  of  operations"  and  physical  condition;  (9) 
agreement  compliance;  (10)  the  franchisor's  "prior  experience"  in 
such  matters;  (11)  the  effect  on  the  franchise  system;  and  (12) 
"other  relevant  information." 

This  laundry  list  of  factors  has  been  substantially  simplified 
from  the  long  and  complex  terms  of  each  condition  as  stated  in  the 
Code  of  Ethics.    Assuming  that  the  summary  is  accurate,  the 
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combined  impact  would  guarantee  total  freedom  for  all  encroachment. 
Many  of  the  conditions  are  irrelevant  to  justify  serious  injury  or 
even  destruction  of  the  existing  dealer's  business.  Existing  and 
proposed  legislation  hovers  around  the  "ten  percent"  impact 
restriction,  a  factor  that  would  probably  eliminate  all  future 
expansion.  But  the  Code  would  provide  justification  for  all 
degrees  of  impact,  without  recourse  for  the  most  egregious  of 
cases. 

Any  fair  litigation  of  the  encroachment  standards  would  be 
lengthy,  costly,  and  doomed  to  stalemate  even  if  the  franchisor 
bore  the  burden  of  proof.  Very  few  franchisees  could  conceivably 
afford  to  challenge  the  franchisor's  encroachment.  The  inescapable 
conclusion  is  that  all  restraints  on  the  franchisor  would  vanish. 
The  hopelessness  would  equally  create  the  total  risk  of  the 
franchisor's  expressed  or  implied  threat  to  destroy  the  franchisee 
at  will.  Even  enlightened  self-interest  would  not  deter  the 
franchisor's  drive  for  increased  income  from  capital  fees,  royalty 
on  the  increased  gross  sales  of  both  outlets,  the  sale  of  goods  or 
services,  and  incidental  income  from  advertising  contributions. 
Unless  the  relevant  territory  could  factually  support  the  increased 
number  of  outlets,  none  of  the  above  factors  would  be  dependent  on 
the  net  profit  in  any  one  or  more  of  the  existing  and  encroaching 
outlets.  All  of  them  could  fail,  leaving  a  viable  string  of  stores 
for  the  franchisor  at  no  cost  at  all,  which  it  could  then  operate 
without  the  franchisee's  built-in  handicap  and  lost  investment. 

The  final  Code  provision  would  grant  franchisees  access  to 
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other  sources  of  supply,  but  under  severe  restrictions.  The 
equipment  and  supplies  could  not  be  those  which  "utilize  or  embody 
the  franchisor's  proprietary  information."  The  third  party  vendor 
would  have  to  meet  the  franchisor's  standards,  have  the  capacity  to 
supply  the  requirements,  have  a  sound  financial  condition  and 
reputation,  and  ability  to  supply  enough  franchisees  to  enable  the 
franchisor  economically  to  monitor  compliance  with  standards. 
These  restrictions  would  require  an  almost  perfect  supplier, 
regardless  of  the  presence  or  absence  of  such  factors  in  the 
franchisor.  Many  franchisees  have  been  forced  to  seek  alternate 
sources  because  of  the  franchisor's  serious  deficiencies. 

The  provision  totally  ignores  the  franchisor's  ability  to 
impose  exorbitant  prices  for  all  required  products  and  services, 
even  if  this  were  limited  to  those  with  some  feigned  uniqueness. 
It  is  often  overlooked  that  the  surest  restraint  on  the 
franchisor's  price  gouging  is  the  existence  of  any  credible 
competitor  with  a  lower  price  or  better  quality,  the  precise  goals 
of  federal  and  state  competitive  laws. 

In  the  absence  of  such  incentives,  the  franchisor  can  freely  impose 
on  the  family  of  franchisees  an  entire  array  of  "free  customer, 
services"  that  materially  increase  sales  at  the  full  cost  of  the 
franchisee,  compounded  by  the  same  fixed  royalty  on  gross  sales 
regardless  of  the  absence  of  net  profit. 

The  Achilles  Heel  of  IFA's  Ethical  Code  is  the  lack  of  any 
meaningful  system  of  formulating  its  terms,  in  its  administration, 
and  in  its  enforcement.   There  are  no  established  procedures  for 
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fair,  speedy,  inexpensive  and  impartial  justice.  And  the 
overwhelming  power  of  individual  franchisors  will  not  only 
continue,  but  grow  in  its  ability  to  stifle  complaint. 

This  shortened  overview  of  the  prominent  elements  in  the  Code 
of  Ethics  reveals  a  panoply  of  problems.  According  to  a  report  in 
CCH  Business  Franchise  Guide,  the  strengthened  Code  was  adopted  in 
"an  attempt  to  preempt  legal  regulation  with  self-regulation."  The 
IFA  declared  that  "self-regulation  is  far  preferable  to  over- 
regulation  of  franchising  by  government  agencies  which  would  stifle 
economic  growth."  In  fact,  these  "toothless"  commandments  cannot 
be  taken  seriously  by  any  franchisor.  They  would  not  be  accepted 
by  franchisees  or  their  associations  except  as  an  offense  to  their 
intelligence.   Government  officials  must  be  quite  skeptical. 

This  overview  of  recent  developments  serves  a  very  important 
purpose  for  the  franchising  community.  Many  courts,  legislatures, 
and  regulatory  bodies  are  becoming  better  acquainted  with  this 
comparatively  new  force  in  the  market  place.  The  hidden  facets  of 
this  distribution  method  are  more  often  being  subjected  to  the 
sanction  of  the  bright  light  and  sunshine  catharsis  formulated 
almost  a  century  ago  in  Louis  D.  Brandeis'  book  "Your  Money  and 
What  the  Bankers  Do  With  It."  Franchising  will  be  the  better  for 
it. 
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MAY  4     1993 
Comraittee  on  Small  Business 


The  Honorable  John  J.  LaFalce 

House  of  Representatives  103d  Congress 

Committee  on  Small  Business 

2361  Rayburn  House  Office  Building 

Washington,  D.C.   20515-6315 

Re:   Franchise  Legislation 

Dear  Congressman  LaFalce: 

I  would  appreciate  your  adding  to  the  record  the  enclosed  copy 
of  an  article  that  appeared  in  Nations  Restaurant  News  on  December 
21,  1992  at  page  3.  In  his  article  on  Cajun  Joe's,  reporter  Peter 
O.  Keegan  stated: 

"the  chain  (Cajun  Joe's)  went  from  seven  units  in 
1989  to  150  units  in  1991,  opening  three  per  week 
and  ultimately  selling  400  franchises  altogether. 
The  chain  peaked  quickly,  but  has  slid  nearly  as 
fast,  with  many  franchisees  failing  in  the  process. 

Today  the  chain  has  approximately  70  units,  and 
franchisees  hoping  to  recoup  losses  from  failed 
stores  and  are  reportedly  pondering  a  lawsuit." 

In  my  presentation  to  your  subcommittee,  I  indicated  that 
approximately  150  Cajun  Joe's  franchises  had  been  sold  of  which 
100-125  had  failed.  These  later  figures  show  that  Cajun  Joe's 
ultimately  sold  400  franchises  of  which  330  had  failed.  There  is 
no  doubt  that  the  number  of  failures  has  increased  since  the 
publication  of  the  article  on  December  21,  1992. 

Sincerely, 
Harold  Brown 


HB/ap 


61 


liestaumntrNews 


^^^      ^   THE 


Page   3 


LRVICE  INDUSTRY    ^^^         ^(j 


THE  NEWSWEEKLY  OF  THE  FOODSERVICE  INDUSTRY 
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Cajun  Joe's  co-president 
exits  struggling  cliain 


DEfeit)b6(2lJ992 


by  Peter  O.  Keegan 

MILFORD.  Conn.  —  C«un  Joe's  name- 
sake and  co-president,  Joe  Barrett,  has 
quit  the  company  and  moved  to  Flonda, 
apparently  frustrated  by  widespread 
franchisee  discontent  and  recurring 
salesproblems. 

■^e  decided  that  he'd  had  enough," 
said  C^un  Joe's  remaining  president 
Richard  Cromwell,  who.  along  with  Bar- 
rett, founded  the  chain  in  1985.  Aaked 
about  reports  that  Barrett  has  lost  ev- 
erything and  may  seek  personal  bank- 
ruptcy, Cromwell  replied,  "As  of  today, 
that's  not  true.  I  don  t  know  if  he's  going 
to  or  not." 

Barrett's  departure  comes  at  a  time 
when  Cmun  Joe's  is  fighting  to  overcome 
sales  and  profit  problems  wnich  firanchi- 
sees  blame  on  overexpansion. 

Bringing  spicy  fried  chicken  and 
Ceyun  specialties  to  a  region  that  previ- 
ously had  very  little  exposure  to  it,  Bar- 
rett and  Cromwell  started  in  Boston, 
successfully  building  the  operation  to 
seven  restaurants  before  it  caught  the 
eye  of  Subway  franchising  czar  Fred  De- 
Luca. 

DeLuca  bought,  a  controlling  interest 
in  the  chain  in  1989.  calling  it  a  "good 
growth  vehicle  for  Subway  firanchisees," 
and  pitched  it  to  them  as  the  next  "hot" 
franchising  alternative. 

Suddenly,  with  DeLuca  behind  it, 
■  the  chain  went  from  seven  units  in  1989 
to  150  units  in  1991,  opening  three  per 
week  and  ultimately  selling  400  fran- 
chises altogether.  The  cham  peaked 
quickly,  but  has  slid  nearly  as  fast,  with 
manv  franchisees  failing  in  the  process 

Today  the  chain  has  approximately 
70  units,  and  franchisees  hoping  to  re- 
coup losses  from  failed  stores  are  report- 
edly pondering  a  lawsuit.       « 


Cromwell  admitted  in  ret- 
roopeci  cha.,  one  of  Ui.;  cuiic^^pt's 
failings  was  that  it  opened  in 
many  different  areas  without 
concentrating  on  regional 
strengths.  Tf  I  nad  to  do  it  all 
over  again,  I  would  have  devel- 
oped it  on  a  concentric  circle  ba- 
sis." Cromwell  said,  "^ou  build 
from  a  sphere  of  influence, 
where  circles  keep  getting  larg- 
er." 

Franchisees  —  many  with 
no  foodservice  experience  — 
opened  in  cities  across  the  board 
without  enough  marketing  and 
purchasing  efficiencies  to  battle 
the  competition,  and  with  the 
product  and  equipment  mix 
constantly  changing  —  costs 
went  up  as  sales  Tell. 

"We've  tried  a  lot  of  chang- 
es in  the  past  to  fix  the  problems 
but  created  more  problems  for 
ourselves,"  admitted  Cromwell. 
"Sometimes  you  should  leave 
well  enough  alone." 

In  a  recent  telephone  sur- 
vey of  franchisees  from  1991, 
NkN  found  that  all  seven  units 
in  Pennsylvania  were  shut- 
tered, all  three  Csyun  Joe's  in 
Rhode  Island  had  closed  and  six 
out  of  nine  units  in  Massachu- 
setts, mcluding  the  duo's  ori^- 
nal  unit  in  the  Mission  Hill  dis- 
trict, had  been  shut  down. 

"Some  were  stores  that 
people  just  didn't  have  the  capi- 
tal to  hang  onto — and  some  lost 
enthusiasm,"  explained  Crom- 
well. "We've  lost  a  lot  of  money 
ourselves.  Right  now  we  want 
to  get  the  stores  working  right 
and  assess  where  we  are.  If  we 
choose  to  go  back  mto  develop- 
ment, we  will  do  it  slowly  and 
thoughtfully." 


Meanwhile,  a  group  of 
franchisees  hav°  banded  to- 
gether, led  by  former  franchisee 
George  Peck  of  Altamonte 
Springs,  Fla.,  whose  store  last- 
ed six  months. 

"TTiey  went  hog  wild  and 
grew  too  fast,"  Peck  said.  "The 
concept  didn't  work;  it's  an  eco- 
nomic disaster.  TTie  overhead 
was  too  high,  we  had  to  buy 
spices  from  them  which  were 
too  expensive  and  they 
changed  the  product  and  equip- 
ment lines  a  dozen  times." 

"Our  office  has  been  en- 
gaged to  study  the  matter,"  said 
Boston  lawyer  Harold  Brown, 
who  has  his  own  practice. 
**niere  do  appear  to  be  some  se- 
rious questions,  since  there 
have  been  a  rather  large  num- 
ber of  failures." 

Cromwell  said  the  compa- 
ny is  looking  at  other  alterna- 
tives to  offer  franchisees,  such 
as  the  Q  Burger  hamburger 
franchise.  That  hasn't  taken 
off,"  said  Cromwell.  "If  it  did,  we 
would^offer  it  to  franchisees." 

~Aight  now  we  are  concen- 
trating anywhere  that  we  have 
stores, '  said  Cromwell. 

"We  are  helping  owners  by 
providing  ad  support  out  of 
pocket  and  rebates  on  royalties. 
We  have  a  few  [Cranchisees] 
that  aren't  paying  and  we  are 
not  trying  to  evict  them.  We  are 
trying  to  make  these  guys  suc- 
cessful," he  added. 

Cromwell  said  that  store 
closings  are  slowing  down  a  bit 
and  that  per-store  sales  were  up 
compared  to  last  year's .  "Any- 
time sales  go  up,  that  will  help 
people  make  money,  or  get 
them  closer  to  making  money," 
he  said. 
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April    27,    1993 


The  Honorable  John  J.  LaFalce 

House  of  Representatives  103d  Congress 

Committee  on  Small  Business 

2  3  61  Rayburn  House  Office  Building 

Washington,  D.C.  20515-6315 

Dear  Congressman  LaFalce: 

I  want  to  thank  you  again  for  allowing  me  to  testify  before 
your  subcommittee. 

With  regard  to  the  dealers'  right  of  free  association  and 
negotiation,  I  would  appreciate  your  putting  in  the  record  the 
enclosed  copy  of  pages  811-816  of  my  law  review  article  entitled  "A 
Bill  of  Rights  For  Automobile  Dealers,"  12  Boston  College  Ind.  and 
Com.  L.  Rev.  757  (1971) .  It  deals  with  your  fundamental  proposal 
that  would  preclude  a  franchisor  from  interfering  with  the  right  of 
its  franchisees  to  negotiate  jointly  with  the  franchisor. 


Sincerely, 


Harold  Brown 
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A  BILL  OF  RIGHTS  FOR  AUTO  DEALERS 

(ieceptive  practices"  in  Section  3  (a)  of  the  Act,  and  the  broad  defini- 
tion of  "fraud"  in  Section  l(m),  as  including  misrepresentation, 
•whether  intentionally  false  or  due  to  gross  negligence,  a  promise  or 
representation  not  made  honestly  and  in  good  faith,  and  an  intentional 
faikire  to  disclose  a  material  fact,"  the  Act  appears  to  impose  require- 
ments of  fullest  disclosure  in  connection  with  any  "franchise  offering." 
There  is  considerable  doubt  that  any  of  the  factories  have  ever  met 
such  standards  with  respect  to  disclosing  to  prospective  dealers  the 
numerous  practices  of  which  existing  dealers  complain,  whether 
'operating,"  "capital,"  or  "administrative"  in  nature. 

2.  Provision  for  Compensation  to  Dealers 

Section  9  of  the  new  Massachusetts  Act^^^  provides  that  if  "with- 
out due  cause"  the  manufacturer  fails  to  renew,  terminates  or  restricts 
a  transfer  of  a  dealership,  the  dealer  must  "receive  fair  and  reasonable 
compensation  for  the  value  of  the  business."  As  simple  as  the  justice 
of  this  formula  would  appear,  it  will  bring  to  an  end  the  manufac- 
turers' practice  of  ignoring  the  dealer's  contribution  to  the  goodwill  of 
the  dealership,  and  their  prior  policy  of  prohibiting  the  dealer  from 
charging  a  purchaser  for  this  asset  in  a  sale  of  the  dealership.  Goodwill 
is  universally  recognized  as  a  valuable,  though  intangible,  asset  of 
any  going  business.  Significantly,  this  alternative  to  the  dealer's  right  to 
seek  injunctive  relief  against  termination  of  a  dealership,  was  the 
ultimate  focus  of  the  manufacturers'  opposition  to  adoption  of  the 
Massachusetts  Act.  Perhaps  the  unspoken  reason  for  their  adamant 
opposition  to  this  section  is  its  implicit  restraint  on  the  market  re- 
structuring abuses  discussed  above.^^^ 

3.  Dealers'  Right  of  "Free  Association" 

Section  10  of  the  Massachusetts  Act^'^  provides  that  "[e]very 
franchisee  shall  have  the  right  of  free  association  with  other  franchisees 
for  any  lawful  purpose."  Given  the  furor  which  preceded  the  adoption 
of  the  National  Labor  Relations  Act^^^  and  its  counterpart  in  Massa- 
chusetts, the  State  Labor  Relations  Law,^^^  it  may  be  open  to  question 

Steak,  Inc.,  —  F.  Supp.  — ,  Civil  No.  C-1787  (D.  Colo.,  decided  Sept.  30,  1970)  (holding 
that  a  fast-food  franchise  is  not  a  "security"  under  the  federal  securities  acts) ;  Aber- 
crombie  v.  Lum's,  Inc.,  —  F.  Supp.  — ,  Civil  No.  29S-70-A  (E.D.  Va.,  decided  April  12, 
1971)  (holding  that  franchise  agreements  were  not  "investment  contracts"  subject  to 
tlie  securities  acts).  Where  the  auto  manufacturer  sells  the  dealer  securities  representing 
a  fractional  interest  in  an  auto  dealership,  under  some  form  of  a  dealer  development 
program,  there  would  appear  to  be  no  doubt  as  to  the  applicability  of  SEC  Rule  lOb-S. 

2T1  Mass.  Gen.  Laws  Ann.  ch.  93B,  §  9  (4  Mass.  Leg.  Serv.  716-17   (West  1970)). 

-'-  See  discussion  on  pp.  768-69  supra. 

273  Mass.  Gen.  Laws  Ann.  ch.  93B,  §  10  (4  Mass.  Leg.  Serv.  717  (West  1970)). 

2T-«  29  U.S.C.  §§  151-68  (1964). 

275  Mass.  Gen.  Laws  Ann.  ch.  ISOA,  §§  1-12  (1958),  as  amended,  (Supp.  1971).  Many 
other  states  have  enacted  similar  statutes. 
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whether  the  auto  dealers  have  obtained  a  material  right  under  this 
provision,  particularly  since  earUer  drafts  of  the  new  Massachusetts 
Act  would  have  specifically  accorded  the  dealers  the  full  panorama  of 
collective  bargaining  rights  contained  in  the  State  Labor  Relations 
Law,  including  the  separate  statute  governing  the  use  of  arbitration  as 
a  method  of  settling  disputes.^'''  In  the  absence  of  such  a  specific  recog- 
nition of  collective  bargaining  rights,  the  limiting  phrase  in  the  new 
Act,  allowing  dealers  the  right  of  free  association  "for  any  lawful  pur- 
pose,"^'^  appears  to  beg  the  question.  Nevertheless,  it  is  apparent  that 
a  substantive  achievement  is  embodied  in  the  phrase  "right  of  free  as- 
sociation with  other  franchisees,"  and  that  the  necessity  of  giving  mean- 
ing to  those  words  calls  for  limited  construction  of  the  restriction  "for 
any  lawful  purpose."  Resort  to  the  historical  background  of  the  statute 
and  a  clear  appreciation  for  the  purposes  underlying  it  should  provide 
some  basis  for  its  meaningful  interpretation.  In  this  connection  it 
should  be  noted  that  a  fundamental  inconsistency  corfronting  all 
franchisees  is  the  fact  that,  while  conceptually  and  theoretically  they 
are  independent  businessmen,  in  fact  they  are  subject  to  so  many 
economic  and  legal  burdens  that  their  status  is  not  substantially  differ- 
ent from  that  of  employees.  As  aptly  expressed  by  a  Canadian  court  in 
the  recent  case  of  Jirna,  Ltd.  v.  Mister  Donut  of  Canada,  Ltdr.^"^ 

It  appears  to  me  that  the  relationship  between  the  fran- 
chisor and  the  franchisee  in  the  case  at  bar  is  much  more 
than  a  simple  vendor-and-purchaser  relationship.  In  some  re- 
spects it  has  at  least  some  of  the  attributes  of  a  partnership. 
To  the  extent  that  the  arrangement  requires  the  franchisor  to 
purchase  all  supplies  from  persons  of  its  own  choosing,  a  prin- 
cipal-and-agency  relationship  has  been  established.  Certainly, 
what  has  been  created  is  a  very  close  association,  a  venture 
in  common,  or  a  joint  venture.  If  that  be  so,  then  what  may 
be  described  as  fiduciary  obligations  or  at  least  quasi-h&a- 
ciary  obligations,  have  been  created.^^* 

The  court  further  observed: 

In  this  particular  type  of  relationship,  it  appears  to  me 
that  franchisor  and  franchisee  are  bound  together  over  a 
very  long  period  of  years  in  a  relationship  which  in  many  re- 

276  Mass.  Gen.  Laws  Ann.  ch.  ISOC,  §§  1-16  (Supp.  1971).  Full  collective  bargaining 
rights  would  be  accorded  to  all  franchisees  under  Senate  Bill  110,  currently  under  con- 
sideration by  the  Massachusetts  Legislature.  See  note  158  supra. 

277  Mass.  Gen.  Laws  Ann.  ch.  93B,  §  10  (4  Mass.  Leg.  Serv.  717  (West  1970)).  See 
discussion  in  note  59  supra. 

278  3  Ont.  629  (1970)  (currently  under  appeal). 
2T9  Id.  at  637. 
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spects  is  almost  as  close  as  that  of  master  and  servant.  While 
of  course  it  is  not  the  same,  nevertheless  the  relationship  is  so 
close  that  confidence  is  necessarily  reposed  by  the  one  in 
the  other.28° 

Similarly,  in  spite  of  the  contractual  terms  of  the  franchise,  the 
Xational  Labor  Relations  Board  (NLRB)  has  held  that  some  fran- 
chisees are  in  fact  "employees"  within  the  statutory  definition  of  the 
\\'agner  Act."®^  In  January,  1969,  the  Labor  Court  of  Sweden  held 
that  the  gasoline  station  dealers  of  Esso  were  entitled  to  collective 
bargaining  rights  in  view  of  the  dominant  economic  power  of  the  oil 
company  and  the  control  inherent  in  the  fact  that  the  dealers  had  to 
look  to  the  company  as  their  sole  source  of  supply .^^^ 

On  the  technical  side,  to  the  extent  that  franchisees  are  regarded 
as  independent  businessmen,  collective  activity  can  be  perilous.  For 
example,  when  the  International  Teamsters  Union  tried  to  organize  a 
number  of  gasoline  station  dealers  in  California  several  years  ago, 
their  activity  was  successfully  attacked  as  a  common  law  criminal 
ronspiracy,-^^  much  as  were  the  seminal  attempts  to  organize  labor 
unions  in  the  1920's.^^*  In  a  recent  case  before  the  FTC,  the  National 
Association  of  Women's  and  Children's  Apparel  Salesmen  was  charged 
with  being  an  illegal  combination  of  independent  businessmen  under 
the  Clayton  Act,  the  Association  contended  that  it  is  a  labor  organiza- 
tion, and  thus  not  subject  to  the  jurisdiction  of  the  FTC.  The  FTC, 
however,  admitted  as  part  of  the  record  of  its  proceedings,  a  recent 
decision  by  the  NLRB  disqualifying  the  Association  from  acting  as  a 
hibor  organization,  despite  the  fact  that  the  NLRB  decision  was  sub- 
ject to  appeal.^^^  Nonetheless,  out  of  "deference"  to  the  NLRB's  rul- 
ing, the  FTC  found  that  the  labor  antitrust  exemption  was  not  avail- 
able to  the  Association,^^' 

There  is  also  the  potential  risk  that  even  acting  as  independent 
businessmen,  a  so-called  "strike"  by  a  group  of  franchisees  would 

-■''"  Id.  at  640-41. 

-«'  29  use.  §§  201-19  (1964).  See,  e.g.,  Mister  Softee  of  Indiana,  Inc.,  162  N.L.R.B. 
''•J.  64  L.R.R.M.  1034  (1966);  News  Syndicate  Co.,  Inc.,  164  N.L.R.B.  422,  65 
I.RRM.   1104   (1967);  cf.  The  Southland  Corp.,  170  N.L.R.B.  No.   159,  67  L.R.R.M. 

I'^s:  (i%3). 

-•■'-  As  reported  in  Gasoline  Retailer,  vol.  68,  no.  1,  Jan.  7,  1970,  at  3. 

'^^  Since  none  of  the  convictions  were  appealed  the  cases  are  unreported. 

'^^  See,  e.g.,  American  Steel  Foundries  v.  Tri-City  Central  Trades  Council,  257  U.S. 
ISl  (1021);  Hitchman  Coal  &  Coke  Co.  v.  Mitchell,  245  U.S.  229,  250-51  (1917). 

-^^'  National  Ass'n  of  Women's  and  Children's  Apparel  Salesmen,  Inc.,  [1967-1970 
Transfer  Binder]  Trade  Reg.  Rep.  f  19,016  (FTC  1969). 

jso  National  Ass'n  of  Women's  and  Children's  Apparel  Salesmen,  Inc.,  3  Trade  Reg. 
Rep.  !I  19,S38  (FTC  1971).  For  the  NLRB's  decision  see  Bambury  Fashions,  Inc.,  179 
^L.R.B.  No.  75,  72  L.B  ^J^.  13S0  (1969). 
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constitute  a  per  se  boycott  violation  under  the  antitrust  laws.-^'^  In 
the  labor  relations  context,  that  very  risk  led  to  the  need  for  exemption 
of  labor  disputes  from  the  impact  of  the  antitrust  laws.-^^  But  even 
that  exemption  was  held  insufficient  to  shield  the  action  of  numerous 
brokerage  firms  which  jointly  imposed  uniform  reductions  in  the  com- 
missions paid  to  their  "employee-representatives."^^^  In  this  circum- 
stance the  statutory  exemption  was  held  to  require  either  the  existence 
or  the  prospect  of  a  joint  collective  bargaining  agreement  with  a  union. 

Historically,  auto  dealer  associations  have  been  of  several  tjT^es, 
with  varying  purposes  and  efficacy.  At  the  national  level,  the  National 
Automobile  Dealers  Association  draws  its  members  from  individual 
dealers  of  all  the  manufacturers,  having  neither  direct  nor  affiliative 
connections  with  state  and  other  groups.  Although  its  membership  is 
substantial  and  it  maintains  a  full-time  staff,  including  legal  counsel 
tc  contest  challenges  to  state  legislation  benefitting  auto  dealers,  it  has 
been  criticized  as  being  too  unwieldy  to  act  in  an  expeditious  and 
effective  manner.  Within  its  limitations,  however,  it  has  afforded 
considerable  assistance  to  dealers,  most  recently  in  its  successful 
educational  campaign  to  induce  the  Big  Three  to  forego  subsidies  to 
leasing  and  fleet  buyers,  and  through  its  financial  support  of  a  pending 
test  case  on  this  question  against  Chrysler.^^"  As  previously  noted, 
Chrysler  has  claimed  that  this  financial  support  is  itself  evidence  of  a 
combination  in  restraint  of  trade  on  the  part  of  the  dealers  of  the 
other  manufacturers. 

In  most  states,  there  are  associations  of  the  dealers  of  all  the 
manufacturers,  some  of  the  larger  states  having  two  such  organiza- 
tions. While  it  is  impossible  to  evaluate  the  individual  effectiveness  of 
so  many  entities,  it  is  known  that  some  have  acted  vigorously  in 
various  areas,  particularly  in  the  legislative  sphere,  while  others  have 
been  little  more  than  social  clubs.  In  at  least  one  instance,  an  associa- 
tion has  reverted  to  coordinating  group  insurance  plans  as  its  principal 
activity,  and  has  expressly  terminated  all  lobbying  efforts  as  a  threat 
to  its  non-profit  corporate  charter  and  its  tax-exempt  status. 

More  recently,  there  have  arisen  a  number  of  so-called  "line" 
associations,  confined  to  the  dealers  of  a  particular  manufacturer  and 
usually  active  in  a  limited  geographical  area.  As  a  result  of  strong 
leadership,  tight  membership  and  common  problems,  arising  from  the 

287  See  Klor's,  Inc.  v.  Broadway-Hale  Stores,  Inc.,  359  U.S.  207  (1959). 

288  IS  u.S.C.  §  17   (1964). 

289  Cordova  v.  Bache  &  Co.,  Inc.,  321  F.  Supp.  600,  5  Trade  Reg.  Rep.  IT  73,406 
(S.D.N.Y.  1970).  Interestingly,  the  court  also  held  that  although  the  employees'  associa- 
tion was  not  a  proper  party  plaintiff,  it  would  permit  individual  employees  to  be  sub- 
stituted as  plaintiffs.  Id.  at  608,  S  Trade  Reg.  Rep.  II  73,406,  at  89,657. 

200  See  discussion  at  p.  775  and  note  54  supra. 
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fact  that  all  members  deal  with  the  same  manufacturer,  these  associa- 
tions have  been  rather  vocal  in  their  demands  for  radical  changes  in 
the  factory-dealer  relationship.  The  independence  of  such  ''line" 
associations  affords  a  marked  contrast  to  the  ineffectiveness  of  the 
regional  "Dealer  Councils"  created  by  the  individual  manufacturers 
and  consisting  of  dealers  elected  by  other  dealers.  One  possible  reason 
for  the  general  ineffectiveness  of  such  councils  is  their  close  identity 
with  the  individual  manufacturer.  In  addition,  the  long  history  of 
procrastination,  protracted  studies,  and  ultimate  inaction  on  the  part 
of  the  manufacturers  in  response  to  suggestions  from  the  councils 
offers  little  by  way  of  hope  for  future  improvement.  Ford's  recent 
effort,  discussed  earlier,^^^  to  invigorate  this  program  by  providing 
regionally  selected  dealer  groups  to  review  individual  dealer  com- 
plaints, appears  specious  in  the  absence  of  any  firm  commitment  on 
the  part  of  Ford  to  abide  by  the  decisions  of  these  panels. 

Technicalities  aside,  it  seems  evident  that  genuine  collective  bar- 
gaining by  franchisees  provides  the  only  realistic  hope  for  an  effective 
franchising  relationship.  Even  those  who  doubt  the  need  for  such 
collective  bargaining  would  doubtless  find  that  mechanism  for  the 
resolution  of  dealer  grievances  preferable  to  the  cataclysmic  alterna- 
tive of  treble  damage  class  antitrust  suits,  involving  claims  of  $100 
million  or  more.  Interestingly  enough,  during  the  pendency  of  such 
suits  counsel  for  the  dealers  and  the  factory  may  engage  in  a  form 
of  "collective  bargaining"  to  settle  the  claims,  subject  to  the  provisions 
of  Federal  Rule  23,  requiring  court  approval  of  any  settlement  after 
formal  notice  to  all  members  of  the  class.  To  avoid  the  necessity  of 
such  "back-door"  collective  bargaining,  the  author  has  recommended 
to  the  FTC  that  it  promulgate  regulations  or  propose  legislation  to 
permit  such  bargaining  without  the  disruption,  expense  and  delay 
inevitably  entailed  in  antitrust  litigation. 

Permeating  this  entire  issue  is  the  gross  imbalance  between  the 
relative  bargaining  positions  of  the  individual  franchisees  and  the 
franchisors,  particularly  where  the  franchisors  are  economic  giants, 
such  as  the  auto  manufacturers  or  the  major  oil  firms.  Although  labor 
groups  may  decry  the  comparison,  the  fact  remains  that  the  greater 
the  franchisee's  investment  of  money  and  labor  in  his  dealership,  the 
greater  is  his  fear  for  the  consequences  of  standing  up  for  his  rights. 
In  contrast,  the  non-unionized  employee  who  is  unhappy  with  his  lot, 
at  least  has  the  options  of  resigning  or  of  joining  in  an  effort  to  obtain 
collective  representation.  Given  both  the  impossibility  of  legislating 
against  every  conceivable  abuse  in  every  franchising  industry,  and  the 
unsuitability  of  litigation  as  a  means  of  resolving  conflicts  in  a  dy- 

-^^  See  discussion  at  pp.  773-74  supra. 
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namic  and  continuing  joint  enterprise,  the  courts  should  not  prove 
insensitive  to  the  compelling  social  need  for  permitting  collective 
efforts  on  the  part  of  franchisees.  Such  judicial  sanction  would  be 
consonant  with  the  public  policy  underlying  the  antitrust  laws  them- 
selves, namely  the  preservation  of  competition  through  the  conserva- 
tion of  one  of  the  most  essential  elements  in  the  competitive  formula 
— the  small,  but  independent,  businessman. 

D.     Sanctions  Under  the  Massachusetts  Act 
1.    Civil  Penalties  and  Injunctions 

Adhering  to  the  pattern  of  the  federal  antitrust  laws,  the  new 
Massachusetts  Act  provides  heavy  penalties  in  support  of  its  provi- 
sions. Section  12  of  the  Act^^^  assigns  to  the  Attorney  General  the 
primary  duty  of  enforcement,  incorporating  by  reference  the  exten- 
sive powers  granted  to  him  in  the  "Baby"  FTC  Act.^^^  Those  powers 
include  such  matters  as  the  right  to  obtain  both  temporary  and  per- 
manent injunctions,^^*  including  a  civil  penalty  of  not  more  than  ten 
thousand  dollars  for  each  violation;  ^^'^  the  power  to  accept  assurance 
of  discontinuance  and  voluntary  payment  of  the  costs  of  investigation 
or  to  compel  the  creation  of  an  escrow  fund  for  restitution  to  ag- 
grieved persons  ;^^^  and  extensive  investigatory  powers,  including  the 
power  to  examine  records  ,^^^  the  power  to  subpoena  witnesses  ,^^^  and 
the  power  to  take  testimony  under  oath.^^^  Finally,  to  aid  in  obtaining 
information,  the  statute  declares  any  information  acquired  under  its 
authority  to  be  inadmissible  in  a  criminal  prosecution  for  "substan- 
tially identical  transactions,"^""  and  establishes  a  fine  of  not  more 
than  five  thousand  dollars  for  failure  to  appear  to  give  testimony  or 
for  wilfully  destroying  documentary  evidence  in  order  to  evade  an 
investigation.^"^  Punishment  for  contempt  of  court  is  also  available 
for  non-compliance  with  a  court  order  issued  in  support  of  the  Attor- 
ney General's  investigatory  powers.^"^  For  habitual  violations  of  in- 
junctions against  practices  prohibited  under  the  Act,  the  Attorney 

292  Mass.  Gen.  Laws  Ann.  ch.  93B,  §  12  (4  Mass.  Leg.  Serv.  717  (West  1970)). 

293  Mass.  Gen.  Laws  Ann.  ch.  93A,  §§  4-8  (Supp.  1970). 

294  Mass.  Gen.  Laws  Ann.  ch.  93 A,  §  4  (Supp.  1970).  By  way  of  contrast,  the  FTC 
is  not  yet  empowered  to  obtain  temporary  injunctions,  a  fact  which  may  account  for  its 
inability  to  act  expeditiously,  particularly  in  the  area  of  false  advertising. 

295  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  4  (Supp.  1970). 

296  Mass.  Gen.  Laws  Ann.  di.  93A,  §  S  (Supp.  1970). 

297  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  6(1) (b)   (Supp.  1970). 

298  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  6(1) (c)   (Supp.  1970). 

299  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  6(1) (a)   (Supp.  1970). 

300  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  6(7)  (Supp.  1970). 

301  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  7  (Supp.  1970). 
802  Mass.  Gen.  Laws  Ann.  ch.  93A,  §  7  (Supp.  1970), 
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Franchising 


A  Look  at  Proposed  Legislation 


THERE  HAS  BEEN  a  stronf  mntt  of 
proposed  Merml  and  Mate  Ie0sta- 
Uon  to  strengthen  pre-sale  disclo- 
sure to  prospective  franchisees  sod 
to  improve  franchisor  conduct  controls.'  The 
IntcmatlonaJ  Franchise  Association  O^A)  has 
consistently  opposed  all  federal  and  sute  leg- 
islation both  directly  and  by  proposals  to  re- 
strict their  terms  or  to  postpone  their 
enactment  When  pressed.  It  has  devised  vol- 
untary standards  as  an  expressed  substitute. 
Since  its  organization  In  the  early  1960*  the 
IFA  has  developed  Into  the  strongest  franchisor  associa- 
tion, with  more  than  2.500  members.  In  spite  ol  Its  name, 
the  association  has  not  accepted  membership  for  franchi- 
sees or  their  associations.  To  defeat  or  delay  legislative 
proposals.  It  has  adopted  a  multi-prong  attack.  It  has  now 
made  a  total  turnabout  by  deciding  to  Invite  franchisees 
and  their  assodaUons  to  Join  it 

Such  an  invitation  raises  issues  of  direct  conflict  with 
those  who  join  the  IFA.  Questions  exist  whether  franchi- 
sees will  tx  able  (o  vole,  attain  executive  office,  become 
governing  delegates  and  exercise  Influence  in  policy  for- 
mulation and  administration.  A  prime  Issue  will  be  the 
conflict  of  Interest  In  the  IFA's  legislatWe  policies,  its  na- 
tionwide opposition  to  all  legislation  and  regulation  to 
protect  franchisees  and  the  expendlmre  ol  millions  of  dol- 
lars from  Its  general  Income  in  lobbying  directly  and 
through  political  action  committees  agaliut  legUlattro  pro- 
tection of  franchisees'  rights.  Such  a  direct  conflict  of 
interest  would  appear  to  constitute  a  breach  of  trust  and 
possibly  outright  fraud  In  any  use  of  the  franchisees'  dues 
and  other  contributions  for  such  purposes. 

Proposed  Legislation 

On  the  federal  front  on  March  11.  RepresenUtive  John 
LaFalce,  D-N.Y..  re-Introduced  three  bills  to  strengthen 
pre-sale  disclosure  (HR  2596,  102d  Cong..  2d  Sess.),  to 
control  the  franchisor's  conduct  CHR  2593,  102d  Cong.,  2d 
Sess ).  and  to  require  the  provision  of  essential  dau  to  a 
government  agency  (H.R.2595,  102d  Cong..  2d  Sess.). 
These  bills  carried  strong  support  from  more  than  a  dozen 
representatives. 

At  the  suie  level,  a  relationship  termination  bill  was 
Introduced  in  the  South  Dakota  legislature  on  Jan.  27. 
patterned  on  the  aJI-lnduslve  1992  Iowa  statute  passed.'  In 
addition  to  the  laralllar  "good  cause"  rcstrlctfons  against 
termination,  and  nonrenewal.  So.  Dak.  House  Bill  No.  1256 
twould  Impose  a  mutual  sututory  duty  of  good  faith;  permit 
acquisition  of  equipment,  supplies,  and  services  from  out- 
side sources;  prohibit  denial  of  transfer  without  good 
cause,  and  bar  encnMchroent  within  "an  unreasonable 
proximity"  of  an  established  franchise. 

This  year,  similar  public  polky  proposals  were  offered 
for  restaurant  franchisees  In  Texas  (S  No.  195)  and  Arkan- 
sas (S.  No.227).  The  Texas  raeaauie  was  a  relationship- 
termination  law  that  also  created  a  private  r*inedy  for  the 
franchisor's  faihire  to  comply  with  the  Federal  Trade  Com- 
mission's  pre-sale  disclosure  rule,  la  addition  to  other 


restrictions,  K  ^iressly  barred  encroachment 
**«rtthln  such  proximity  as  would  cause  an  8 
percent  or  more  reduction  In  gross  sales  in  any 
month  during  the  next  24  months  "  The  Arkan- 
sas "procedural  fairaess"  measure  prohibited 
contractual  provisions  purporting  to  apply  ex- 
tra-state ia«fs  to  local  btuinesses  or  a  contrac- 
tual choice  of  extra-state  venue  It  was 
expressly  "declaratory  of  public  policy"  and 
"Intended  to  apply  to  franchises  granted, 
transferred,  renewed,  or  In  existence  on  or 
after  the  law's  effective  dale."  A  Washington 
bill  (H.  No.  1698)  would  amend  already  strong  franchise 
legislation  to  prohibit  discrimination  between  franchisees 
on  the  basis  of  "race,  creed,  color,  naUonal  origin,  sex"  or 
the  presence  of  any  broadly  specified  physical  handicap. 
Similar  legislation  has  been  Introduced  In  the  current  ses- 
sions In  at  least  a  dozen  other  states. 

All  of  these  proposals  are  much  broader  than  the  gener- 
al run  of  legUlation  enacted  in  the  1970s  and  early  t980s. 
The  recent  bills  demonstrate  that  all  across  the  country 
federal  and  sUte  legislatures  liave  t>ecome  acutely  aware 
of  the  need  for  further  disclosure  and  conduct  control. 
Undoubtedly  that  awareness  has  t>een  the  response  of 
both  legislatures  and  executives  to  the  Intense  effort  of  the 
North  American  Securities  Administrators  Association 
(NAASA).  an  organization  consisting  of  the  administrators 
of  franchise  registration  statutes  In  states  and  Canadian 
provinces. 

The  NAASA  proposals  Included  a  broad  revision  of  the 
presale  disclosure  regulation,  particularly  Including  autho- 
rization for  cooperation  by  the  states  In  administration  and 
enforcement  NAASA  also  completed  an  extensive  revision 
of  the  Uniform  Franchise  Oflering  Circular  (UFOC)  after 
more  than  three  yean  of  intense  deliberations.  For  a  time, 
NAASA  also  considered  a  broad  revision  of  conduct  con- 
trol legislation,  but  that  has  been  set  aside  for  now  to  focus 
on  the  pre-sale  disclosure  matters. 

IFA  Opposition 

These  legislative  efforts  have  been  a  prime  target  for  IFA 
opposition.  The  opposition  includes  political  attack  on  the 
legislative  proponents  In  their  home  districts.  The  lobby- 
ing has  been  accompanied  by  a  ma|or  public  relations 
campaign  against  all  such  legislative  proposals,  twth  In 
Congress  and  In  state  capitals.  The  IFA  has  used  many 
devices.  A  prime  maiwuver  in  committee  sessions  has 
been  to  seek  compromise  and  accommodation  but  then  to 
oppose  the  negotiated  product  Another  has  been  to 
mount  a  "self- regulation"  campaign  centered  on  the  IFA's 
adoptloQ  of  a  widely  advertised  Ethical  Code  of  Conduct 
for  all  membera.  A  similar  ethical  code  gambit  was  suc- 
ccashiUy  employed  by  the  IPA  Li  the  1970s  to  delay  and 
hobble  the  FTC  adoption  of  the  Pre-Sale  Disclosure  Rule 
for  10  yeara.  until  It  took  effect  Oct  21.  1979. 

\t  the  same  time,  the  IFA  claims  that  there  Is  no  proven 
rfcord  that  calls  for  the  adoptic.i  of  prophylactic  disclo- 
sure relief  and  conduct  restriction.  The  weakness  ol  that 
attack  is  demonstrable  from  the  masahre  progression  of 
franchise  agreement  restrictions  on  franchisees'  assertion 
ol  fundamental  procedural  and  sututantive  rights.  These 
Include  various  combinations  of  contractual  choice  of  dis- 
tant venue:  of  arbitration  costing  tens  of  thousands  of 
doUara  In  fees,  instead  of  a  1120  filing  fee  in  a  federal 
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court  o(  a  short  ttme  bar  o(  alz 
rooatba  to  a  year  vrtthln  vrhich  to  lue; 
ol  %niver  of  |uiy  trial;  of  consenting  to 
a  finding  of  Irreparable  damage  as  a 
prerequisite  for  Intunctive  relief;  of  re- 
quiring exhaustion  of  arbitration 
against  the  franchisor  before  t>eing  al- 
lowed to  sue  related  indrviduals  and 
corporations  In  court  of  assessing 
losers  for  attorneys  fees  and  costs;  of 
contenting  to  a  bar  of  class  proceed- 
ings, consolidation,  and  other  legal 
devices  to  obtain  speedy  and  inei- 
penslve  justice,  and  of  precluding  the 
arbiter  ht>m  avnrding  punitive  and 
certain  other  forms  of  common  law 
damages. 

In  lu  opposition  to  the  standard  of 
good  faith  and  fair  dealing,  a  major 
fast-food  hanchlsor  bluntly  told  the 
court  that  It  could  not  continue  to 
manage  Its  eztenshre  franchise  system 
if  franchisees  were  able  judicially  to 
challenge  Its  actions  under  the  prohi- 
bition of  bad  faith.' 

The  Achilles  heel  of  the  IFA  Ethical 
Code  it  self-evident  In  iU  lack  of  any 
meaningful  syttem  of  enforcement  al- 
though the  code  declares  that  viola- 
tors "are  subject  to  suspension  or 
'expulsion  from  the  trade  association." 
The  IFA  hat  been  challenged  onhow 
franchisees  can  effectively  complain, 
on  what  procedure  is  available  for  an 
impartial  determination  and  on  the 
real  impact  o(  proven  violation.  The 
IFA  has  declined  to  offer  either  an 
independent  private  right  of  action  to 
enforce  the  code  against  any  violators 
or  a  suspension  of  statutory  time  bars 
during  the  proceedings 

Termination  Reasons 

Among  the  highllghu  of  the  code  is 
a  prohibition  ol  termination  without 
good  cause,  notice  and  a  reasonable 
opportunity  to  cure.  There  can  be  Im- 
mediate termination  lor  Insolvency, 
abandonment,  criminal  misconduct  or 
endangering  public  health  or  safety. 
For  starters.  II  there  were  to  be  an 
effective  hearing  on  each  complaint 
the  IFA  would  t>e  swamped  «vlth  cases 
It  could  not  possibly  process.  This 
would  especially  occut  In  a  complex 
suit  where  numerous  other  Issues  had 
to  be  tried.  Success  would  not  result 
in  damages  or  Injunctive  relief,  but 
simply  In  "suspension  or  expulsion" 
of  the  franchisor  from  the  IFA.  By 
then,  the  itatutory  time  bar  might  well 
have  expired. 

Under  the  code,  nonrenewal  would 
be  permissible  upon  expiration  of  the 
franchise  agreement  (I)  for  good 
cause  and  180  days' notice;  (2)  on  180 


days'  notice  wdth  sale  allotved  to  a 
qualified  party  and  by  the  dealer  un- 
der a  different  name;  (3)  vrithout  no- 
tice for  serious  violations  enumerated 
In  the  contract  for  termination;  or  (4) 
upon  the  franchisor's  withdrawal  from 
the  market  That  carefully  worded 
^standard  Is  replete  with  pKialls. 

The  proposal  relies  on  the  unre- 
ftricted  and  unfair  list  of  grounds  lor 
termination  enumerated  in  the  partic- 
ular franchisor's  contract  of  adhesion 
imilaterally  drafted  by  the  hranchisor 
and  Its  corps  of  highly  sophisticated 
counsel  long  before  Its  presentation 
to  the  prospective  franchisee  without 
any  realistic  opportunity  for  him  to 
negotiate  Its  harsh  terms.  On  renewal, 
the  hvnchlsee  Is  virtually  helpless  to 
save  an  existing  business  unless  he 
submits  to  the  unlimited  opportunls- 
Uc  conduct  of  the  franchisor.*  The 
code  provides  no  real  protection  for 
the  sulMtantial  fair  market  value  of  the 
dealer's  local  goodwill  In  a  going 
business. 

Those  concerns  have  led  many  leg- 
islatures to  prohibit  nonrenetval  ex- 
cept for  good  cause.  The  code 
provides  no  other  relief.  It  Is  also  sub- 
ject to  the  same  criticism  for  Its  lack 
of  a  fair  and  speedy  hearing,  without 
risk  of  expiration  of  a  statutory  Ume 
bar. 

As  for  a  proposed  transfer,  the  code 
declares  that  approval  shall  not  be 
withheld:  (1)  U  the  seUer  U  In  hill 
compliance;  (2)  the  vendee  meets 
current  qualifications:  (3)  the  transfer 
terms  meet  the  franchisor's  curreDt 
reqtiirements;  and  (4)  the  franchisor 
waives  a  right  of  Brst  refusal. 

Examination  of  most  franchise 
agreements  and  their  companion  Con- 
fidential Manual  of  Operations  dis- 
closes that  "full  compliance"  Is  a 
virtual  Impossibility.  Many  of  the  cur- 
rent requirements  and  "conditions" 
are  grossly  unfair,  inappropriate  and 
unattainable  with  the  usual  caliber  of 
low-paid  employees.  Even  if  there 
were  some  defaults,  they  may  have 
arisen  from  a  variety  of  understand- 
able causes  like  health,  money  or 
business  problems,  all  of  %vhlch  moti- 
vated the  sale  at  market  value.  Ap- 
proval ol  the  transfer  should  simply 
state  that  the  buyer  will  be  required  to 
repair  the  s|}eciried  deiaults  and  defi- 
ciencies. The  franchisor  should  have 
no  complaint  if  the  buyer  repairs  de- 
faults, presumably  at  the  seller's 
exjiense. 

As  lor  the  right  of  first  refusal,  that 
facially  simple  prerogative  has  been 
broadly  attacked  as  a  dangerous  pre- 
emptive that  can  delay,  chill  or  de- 


stroy the  franchisee's  opportunity  'o 
make  a  legitimate  sale  to  a  willing  a^id 
qualified  buyer.  Such  interference  can 
transform  the  buyer  Into  a  customer 
to  whom  the  franchisor  wants  to  sell  a 
franchise.  'Hie  franctilsor  will  avoid 
disclosure  Uiat  the  new  Iranchhie  is 
not  a  bargain  because  It  Is  new  or  In  a 
marginal  or  virgin  territory  with  nei- 
ther local  nor  national  name  recogni- 
tion or  goodwill. 

The  encroachment  standards  are  so 
strict  that  no  franchisor  has  to  be  con- 
cerned about  possible  liability.  The 
code  declares  that  the  franchisor  may 
"take  Into  account"  all  of  the  follow- 
ing: (I)  the  contractually  sjjeclfied 
territory;  (2)  the  "similarity"  of  both 
the  original  and  the  proposed  outlets; 
(3)  whether  customers  will  "t>e  the 
same"  for  each  outlet  (4)  "competi- 
tWe  acthdties"  In  the  market  (5)  mar- 
ket characteristics;  (6)  the  existing 
franchisee's  ability  to  "satisfy  antici- 
pated demand;"  (7)  the  anticipated 
Impact  of  the  new  outlet  on  the  old 
one;  (8)  the  existing  outlet's  "quality 
of  operations"  and  physical  condition; 
(9)  the  franchisee's  record  of  contract 
compliance;  (10)  the  franchisor's 
"prior  experience"  In  such  nutters; 
(11)  the  over-all  effect  on  the  fran- 
chise system;  and  ri2)  "other  rele- 
vant Information." 

That  laundry  list  of  factors  has  t>een 
substantially  simplified  h'om  the  long 
and  complex  terms  of  each  condition 
as  stated  In  the  Code  of  Ethics.  The 
combined  Impact  guarantees  the  fran- 
chisor's total  freedom  from  any  liabili- 
ty for  encroachment  Many  of  the 
conditions  are  Irrelevant  to  justify  the 
serious  Injury  or  even  destruction  of 
tlie  existing  dealer's  business.  Exist- 
ing and  proposed  leglslaUon  hovers 
around  the  "10  percent"  Impact  re- 
striction, a  factor  that  would  at  least 
provide  a  modest  area  of  protection 
without  seriously  Impeding  the  fran- 
chisor's market  penetratioiL  But  the 
code  would  provide  justification  even 
tor  the  severest  degree  of  Impact  by 
the  franchisor's  encroachment  with- 
out any  recourse  for  the  franchisee 
against  the  most  egregious  cases. 

Under  the  specified  standards,  the 
franchisor  would  not  be  responsible 
lor  bad  faith,  for  vindictive  aggression 
or  for  opportunistic  conduct  to  satisfy 
the  franchisor's  economic  twnefits  re- 
gardless of  the  consequences  lor  the 
Impacted  franchisee.  Any  lair  IMga- 
Uon  of  such  encroachment  standards 
%irould  be  lengthy,  costly  and  doomed 
to  stalemate  even  If  the  franchisor 
bore  the  burden  of  proof.  Very  few 
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Iranchliea  could  afloid  to  duUenge 
the  tranchiior'f  encipachiiieiiL  The 
Inescapible  concludon  U  that  all  re- 
itraintt  on  the  iranchitor  would 
vanUh.       .;  ,,  , 

•■■■■•■Vh    9  ■).< 

The  hopeleuneu  ot  the  hanchi- 
•ee'i  ob)ectloiu  would  arise  (mm  the 
total  riik  ol  the  franchisor*!  expressed 
or  Implied  threat  to  destroy  the  fran- 
chisee at  will.  Even  enlightened  self- 
interest  would  not  deter  the 
franchisor's  drive  for  Increased  In- 
come from  capital  fees,  royalty  on  the 
Increased  gross  sales  of  tmth  outlets, 
the  sale  of  goods  or  services.  Inciden- 
tal Income  from  advertising  contribu- 
tions, and  cutting  back  on  the  modest 
protection  the  franchisee  had  se- 
cured. Unless  the  relevant  territory 
could  factually  support  the  increased 
nunil>er  of  outlets,  none  of  the  fran- 
chisor's goals  would  be  dependent  on 
the  net  profit  for  any  one  or  more  of 
the  existing  and  encroaching  outlets. 

Both  the  new  and  old  units  couid 
fall  because  the  area  could  not  sup- 
port txith.  It  would,  however,  leave  a 
viable  string  of  stores  for  the  franchi- 
sor to  recapture  for  little  or  no  com- 
pensation lor  capital  improvements 
and  goodwill.  The  successor  "compa- 
ny" store  would  not  have  the  tMirdens 
of  paying  royalties  and  many  other 
fees.  The  franchisor  would  t>e  ft«e  to 
choose  the  most  profitable  stores  for 
reacquisltlon  and  to  sell  the  remain- 
ing repossessed  stores  to  yet  another 
franchisee. 


Sources  of  Supply 

The  final  code  provision  grants 
franchisees  access  to  other  sources  of 
supply  of  capital  and  inventory  goods, 
but  it  does  so  under  severe  restric- 
tions. The  equipment  and  supplies 
could  not  be  those  that  "utilize  or  em- 
txKty  the  franchisor's  proprietary  in- 
formation." Such  a  trade  secret  could 
easily  be  feigned  or  simply  be  a  pre- 
text by  slightly  altering  a  sauce  or 
spice  package.  In  addition,  the  code 
says  that  the  proposed  third-party 
vendor  would  have  to  meet  the  fran- 
chisor's standards,  have  the  capacity 
to  supply  the  market's  requirements, 
have  a  sound  financial  condition  and 
rep.aa:lon  end  dem:cstrate  Its  ^blltt>' 
to  supply  enough  h-anchlsees  to  en- 
able the  franchisor  economically  to 
test  and  monitor  compliance  with  its 
standards. 

These  restrictions  would  require  an 
almost  perfect  supplier,  regardless  ol 
the  presence  or  absence  of  such  fac- 
tors In  the  competing  franchisor.  In 
fact,  many  franchisees   have  been 


lorcsd  to  seek  altemale  sources  ol 
supply  t)ecauie  of  the  franchisor's  se- 
rious fbtaodal  problems,  poor  prod- 
ucts, extra  distance  from  the  point  of 
usage  and  inability  to  provide  ade- 
quate products  for  the  franchisee's 
needs.  When  such  a  shortage  exists, 
the  company  stores  have  first  choice 
on  supplies  and  the  prelencd  models. 

The  alternate  supplier  provision  to- 
tally ignores  the  franchisor's  ability  to 
impose  exorbitant  prices  lor  all  re- 
quired products  or  services,  even 
those  with  some  feigned  uniqueness. 
It  is  often  overlooked  that  the  surest 
restraint  on  the  franchisor's  price 
gouging  is  the  existence  of  any  credi- 
ble competitor  with  a  lower  price  or 
better  quality,  the  precise  goals  of  fed- 
eral and  state  competitive  laws. 

In  the  absence  of  such  Incentives, 
the  franchisor  can  freely  impose  on 
the  family  of  franchisees  an  entire  ar- 
ray of  "free  customer  services"  that 
will  materially  increase  sales  at  the 
entire  expense  ol  the  franchisee,  com- 
pounded by  the  same  fixed  royalty  on 
gross  sales  regardless  of  the  amount 
or  the  absence  of  net  profit 

As  noted,  the  fatal  flaw  of  the  IFA's 
Ethical  Code  is  Its  lack  of  any  mean- 
ingful system  of  formulating  its  terms, 
in  its  administration  and  in  its  en- 
forcement. There  are  no  established 
procedures  lor  fair,  speedy,  inexpen- 
sive and  impartial  justice.  And  the 
overwhelming  power  of  Individual 
franchisors  will  not  only  continue,  but 
will  grow  in  its  ability  to  stifle  com- 
plaint by  injured  franchisees. 

T'lis  shortened  overview  of  the 
prominent  elements  in  the  IFA'i  Code 
of  Ethics  reveals  many  problems.  Ac- 
cording 10  a  report  in  CCH  Business 
Franchise  Guide,  the  strengthened 
Ethical  Code  was  adopted  in  "an  at- 
tempt to  preempt  legal  regulation  with 
self-regulation."  The  IFA  declared 
that  "seli-regulatlon  is  far  preferable 
to  over-regulation  of  franchising  tiy 
government  agencies  which  would  sti- 
fle economic  growth."  in  fact  these 
"toothless"  commandments  cannot 
be  taken  seriously  by  any  franchisor. 
They  will  not  be  accepted  by  franchi- 
sees or  their  associations  except  as  an 
offense  to  their  intelligence.  Govern- 
ment officials  %vill  be  quite  skeptical. 

Mediation  Program 

The  IFA  has  added  a  mediation  pro- 
gram to  its  anti-legislation  campaign. 
It  selected  a  mediation  organization 
thai  was  formed  several  years  ago  by 
a  large  group  ol  major  corporations 
with  their  mutual  pledge  to  mediate 


for  a  specUied  lime  before  suing  each 
otlicr.  The  mediation  group  has  a  stel- 
lar record  ol  performance,  executive 
managemenl  and  a  corps  of  partici- 
pating mediators  Its  major  activities 
have  involved  large  companies  of  sub- 
stantially equal  bargaining  power  and 
access  to  professional  representation. 

Such  mediation  has  many  attrac- 
tions —  confidentiality,  speed,  low 
cost  an  Impartial  go-between  and  the 
prestige  to  fashion  or  induce  a  com- 
promise settlement  that  might  not  be 
available  In  court  Its  use  in  franchise 
relations  nonetheless  involves  a  vari- 
ety of  iignificant  issues.  Most  of  the 
problems  stem  from  the  gross  Imbal- 
ance In  the  franchise  relationship. 

For  inany  years,  prominent  franchi- 
sors have  used  mediation  In  a  variety 
of  established  arrangements.  General 
Motors  has  provided  its  auto  dealers 
with  so-called  arbitration  in  which  the 
company  Is  bound  by  the  award,  but 
the  auto  dealer  is  not  txiund,  thereliy 
making  It  a  hybrid  mediaUon  proce- 
dure. Unfortunately,  the  record  of  per- 
formance is  extremely  poor  with  only 
a  handhil  ot  cases  ever  resulting  in  a 
finding  for  the  auto  dealer.  McDon- 
ald's has  used  an  ombudsman  tech- 
nique in  which  It  selects  a  current  or 
former  company  official  to  act  as  a 
mediator  together  with  a  franchisee 
whose  business  Is  similar  to  that  of 
the  claimant  In  the  dispute. 

The  mediators  hove  total  freedom 
to  obtain  facts  from  the  franchisee 
and  the  company,  then  to  render  their 
decision.  The  franchisor  does  not 
however,  consider  Itself  bound  by  the 
result  The  nation  has  hundreds  of 
mediation  groups  available  hi  every 
city  and  town,  often  as  an  adjunct  to 
courts.  Each  of  the  syrtems  tias  some 
attraction,  but  franchisees  may  not  be 
well  served. 

In  mediation,  the  franchisee  Is  sel- 
dom in  a  position  to  know  the  rele- 
vant facts  and  the  applicable  laws.  It 
cannot  be  assumed  that  the  mediator 
will  be  In  a  better  position.  To  get  the 
facts,  the  dealer  must  have  access  to 
the  himchisor's  documents  and  re- 
ports related  to  the  case  The  dealer 
must  also  have  a  reasonable  opportu- 
nity to  obtain  counsel,  to  have  the 
claims  analyzed  and  to  be  profession- 
ally represented. 

During  the  mediation,  some  of  the 
dealers'!  legal  rights  may  become 
time-barred  under  the  applicable  stat- 
ute of  limiutions.  To  prevent  this,  the 
franchisor  should  be  required  to 
waive  the  statute  of  limitations  until  a 
specific  period  after  the  conclusion  of 
the  mediation. 
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A  prime  iuue  Involve*  coiuider- 
■tion  ol  overiy  rertrictWe  «nd  po*sl- 
bly  Illegal  part*  of  the  frinchUe 
agreemenL  The»e  may  Include  con- 
tractual choice  ol  venue  and  law  and 
the  method  ol  adtudlcatlon.  Each  ol 
theie  matter*  ha*  t>een  the  (ub|ect  ol 
complex  legal  contnnreny,  particular- 
ly a*  to  "choice  ol  law"  where  the 
aelected  law  I*  contrary  to  "funda- 
mental public  policy"  in  the  iranchi- 
*ee'>  turiadiction. 

There  are  many  *tatutory  and  com- 
mon law  reatrictioni  on  Iranchlie 
agreement*,  particularly  where  they 
*eek  to  taice  away  legal  rlghu  protect- 
ed t)y  discioaure  and  conduct  atatutet; 
where  they  are  auperseded  or  *ub)ect 
to  interpreutlon  under  the  principle* 
of  good  faith  and  fair  dealing;  vrtiere 
Independent  rlghu  derive  from  "lit- 
tle" Federal  Trade  Comml**lon  Act 
*Utute*  prohibiting  "unfair  or  decep- 
tive acu  or  practice*";  where  federal 
or  atale  Radieteer  Influenced  and  Cor- 
rupt Organization*  Act  *tatute*  pro- 
vide private  relief  for  felonlou*  type 
conduct,  e*peclally  mall  or  wire  fraud; 
where  lederal  and  lUte  antltiuat  law* 
*uper*ede  contrived  contractual 
deal*;  and  under  myriad  common  law 
legal  principle*. 

The  latter  Include  re*tr1ctlon(  on 
penalty  dauae*  that  now  proliferate; 
00  lorfeiturea;  on  uncon*clooablllty, 
and  on  public  policy  reitrtctlon*.  In 
(pile  of  the*e  many  limitation*  on 
contract*,  particularly  in  thoae  of  ad- 
hesion, the  franchi*ee  I*  *eldom  able 
to  protect  *uch  valuable  right*  be- 
cause of  the  mediator'*  reliance  on 
the  enforcement  of  ezpre**  covenant* 
In  a  contract  of  adheaion  and  the  fran- 
chl*ee'*  inability  to  compel  the  Iran- 
chi*or  to  accede  voluntarily  to  aeitou* 
charge*. 

Joining  Forces 

In  the  procedural  realm,  one  of  the 
moat  iigniricant  protection  for  fran- 
chi*ee*,  i*  the  right  to  act  together 
«dth  other  aimliarty  situated  franchl- 
lees.  They  need  to  join  iorce*  In  order 
to  raUe  the  lund*  for  prDfes*ional  *er- 
vice*;  to  negotiate  term*  for  their  al- 
mo*t  uniform  bu*ine**  treatment, 
conduct,  and  claim*;  and  to  corrobo- 
rate each  other'*  evidence  on  coo- 
duct,  oral  (tatement*.  and  competithn 
(actors.  In  many  federal  and  atate  *tat- 
ute*.  the  accea*  to  exemplary  dam- 
age* may  hinge  In  part  on  prool  ol  the 
franchisor's  repetitive  misconduct. 
Where  matters  are  not  technically 
lolned  as  das*  suit*,  they  need  the 
right  to  coo*olldate  tbeir  claim*  and 


to  i«ly  CO  ofienth'e  colUtenl  estoppel 
to  avoid  many  reheuingt  and  the  riik 
of  Incoiuittent  Bndlngt  by  indepen- 
dent tribunals. 

Where  damages  are  sought,  the 
franchisee  needs  the  support  of  quali- 
fied experts  to  assemble  and  Interpo- 
late all  the  reasonably  available  data. 
Similar  sIdUs  are  be  needed  to  formu- 
late punitive  or  statntoiy  exemplary 
damages.  They  need  to  pool  their  •*- 
jet*  to  afford  such  economic  experts 
and  their  professional  Individualized 
computations  based  on  the  applicable 
formula*. 

Without  access  -to  these  essential 
tools,  an  Individual  franchisee  cannot 
convince  a  mediator  to  exercise  lair 
advice  and  persuasion.  The  franchi- 
see i*  confronted  with  a  franchisor 
with  *ub*tantlal  bargaining  auperior- 
ity  derived  from  each  ol  the  enumer- 
ated lactora.  There  I*  no  wonder  that 
a  group  ol  major  franchlson  lus  com- 
bined to  sponsor  such  rgedlatioD. 
They  have  t>een  and  will  be  (oined  by 
many  other*.  And  they  can  l>e  de- 
pended upon  to  mount  ma|ar  public 
relation  campaign*  for  such  media- 
tion a*  a  meana  to  avoid  litigation. 
That  argument  i*  particularly  attrac- 
tive In  legUlabire*. 

The  IFA  will  attempt  to  use  the  gen- 
eral attraction  of  mediation  as  a  sul>- 
stlhite  lor  the  proposed  legislative 
confirmation  of  Important  procedural ' 
and  substantive  franchise  rights.  They 
simply  avoid  the  obvious  fact  that 
when  franchisee*  obtain  legislathre 
support,  they  can  more  reailstlaUly 
seek  tustlce  in  mediation,  arbttratlon 
or  In  court  Franciiiiees  could  stili  use 
private  mediation  services  either  in- 
dqiendently  or  through  the  almost 
untversal  court  provisiODS  for  access 
to  such  alternate  dispute  resohiUon 
without  surrendering  any  of  their  pro- 
cedural or  substantive  rights  and  at 
considerably  less  eq>eiise. 

Intelligent  legislatora  will  not  be  de- 
ceived by  the  combination  of  a  uae- 
less  Code  ol  Ethics  without  reliable 
procedures  or  penalties  to  enforce  tlie 
standartls,  tlie  invitation  of  franchi- 
sees to  toin  the  IFA  without  any  as- 
sured access  and  right  to  determine 
policy  and  periormance  and  media- 
tion that  would  be  helpless  to  guaran- 
tee access  to  due  process. 
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OUTLINE  OP  TB8TIM0KY  OF  STOART  J.  DIZAK 

SMALL  BUSINESS  HEARING  4/21/93  

PRAHCHI8IHG:  IS  8ELP-RBG0LATI0N  SUFFICIENT? 

BACKGROUND  OF  STUART  J.  DIZAK  AND  VIDEO  DATA  SERVICES 

Good  Morning: 

My  name  is  Stuart  Dizak,  and  I  am  President  of  Video  Data  Services, 
located  in  Rochester,  New  York.   I  come  before  you  this  morning  with 
a  unique  perspective  of  being  both  a  franchisor  as  well  as  previously 
a  franchisee.   I  am  accompanied  by  Robert  Muller,  one  of  our 
affiliates  in  the  Washington  DC  area.   Mr.  Muller  Domed  VDS  5  years 
ago  and  has  since  become  one  of  our  most  successful  affiliates.   He 
has  provided  video  production  services  for  the  United  states  Congress 
as  well  ae  well  as  the  Official  U.S.  Parks  Dept  Video  Tour  of 
Arlington  National  cemetery.  Bob  is  also  veir  knowledgeable  of 
franchising  from  the  franchisees  point  of  view. 

My  personal  experience  with  franchising  began  in  1980  when  I 
purchased  a  video  rental  store  franchise  from  "Video  Connection  of 
Hew  York."  Unfortunately,  this  turned  out  to  be  a  very  negative 
experience.   As  part  of  the  sales  pitch  to  convince  me  to  buy  into 
the  franchise,  the  president  of  Video  Connection  personally  informed 
me  that  on  an  initial  investment  of  $25,000  I  should  be  able  to  net  a 
minimum  of  $50,000  the  first  year  and  $100,000  or  more  thereafter.   I 
was  furnished  with  the  franchise  disclosure  documentation  and  had  it 
reviewed  by  my  attorney.   He  found  it  somewhat  limited  in  information 
and  wrote  in  a  few  changes.   However,  he  could  find  nothing  that 
would  discourage  my  proceeding.   So,  I  bought  into  the  franchise. 

When  my  grand  opening  day  arrived,  I  had  no  exterior  signs,  only  half 
of  the  initial  merchandise  that  I  had  ordered,  none  of  the  grand 
opening  promotional  material,  and  none  of  the  home  office  personnel 
were  there  to  assist  as  was  promised.   This  lack  of  support  meant  my 
business  got  off  to  a  very  poor  start  and  within  six  months  I  decided 
to  close  the  business  down — incurring  a  loss  of  over  $50,000.   This 
was  February  of  1981.   At  this  time  I  decided  to  move  back  to 
Rochester.   I  discussed  taking  legal  action  with  my  attorney  but  he 
advised  me  that  the  only  damage  I  could  sue  for  was  the  return  of  the 
initial  franchise  fee  and  even  if  I  won,  it  would  probably  cost  me 
more  time  and  money  than  it  would  be  worth. 

Two  years  later,  shortly  after  a  public  stock  offering.  Video 
Connection  of  New  York  went  out  of  business,   video  Connection  was 
the  pioneer  of  franchising  video  rental  stores.   If  they  had 
delivered  on  their  promises,  they  would  probably  now  be  in  the  same 


74 


position  as  "Blockbuster  Video." 

There  was  some  good  that  came  out  of  this  experience,  however.   While 
I  had  the  video  store  open,  I  realized  the  potential  of  franchising 
and  came  up  with  the  idea  to  franchise  my  own  video  production 
company . 

Prior  to  my  starting  Video  Data  Services,  1   conducted  a  market  survey 
of  franchising.   I  began  by  contacting  several  successful  franchisees 
in  various  fields  to  find  out  what  they  liked  most  and  what  they 
liked  least  about  franchising  and  their  relationship  with  the 
franchisor.  They  indicated  that  what  they  liked  most  was  the 
franchisor's  name.  What  they  liked  least,  by  far,  was  the  royalty 
percentage  they  had  to  pay  to  the  franchisor.   They  felt  the  growth 
of  their  business  was  due  more  to  their  own  efforts  than  the 
franchisor  and  they  disliked  having  to  pay  increasing  dollar  amounts 
to  the  franchisor  as  a  result  of  their  own  efforts.   The  second 
biggest  complaint  was  misleading  information  contained  in  the 
franchisor's  recruitment  literature  and  misrepresentations  by  the 
franchisor's  sales  representatives.   They  went  on  to  say  that  they 
could  not  understand  the  disclosure  documentation  and  that  in  most 
cases  it  was  one  sided.   Some  franchisees  also  complained  about 
insufficient  follow-up  support  from  the  franchisor. 

I  also  spoke  with  several  potential  franchisees  who  decided  against 
franchising.   They  indicated  some  of  the  complaints  noted  above,  but 
also  were  not  willing  to  leave  the  security  of  their  current  job 
without  a  new  full-txme  business. 

As  a  result  of  the  above  information,  I  decided  that  first  and 
foremost  in  my  business,  I  would  provide  support  beyond  the 
expectation  of  the  franchisees.   I  would  also  have  the  franchise 
designed  so  that  an  individual  could  start  on  a  part-time  basis,  and 
when  the  business  was  built-up  sufficiently,  convert  to  full-time. 
Instead  of  charging  a  royalty  percentage  of  gross  sales,  I  decided  to 
simply  charge  a  flat  amount  of  only  $500  per  year.  This  might  sound 
ridiculously  low,  but  in  the  long  term  it  did  turn  out  to  be  a  wise 
decision  as  it  paid  off  in  other  ways.   In  fact,  it  is  probably  the 
number  one  reason  for  my  firm's  success.   It  is  also  why  our 
affiliates  (which  is  what  we  prefer  to  call  them)  probably  rank  among 
the  highest  in  satisfaction  in  the  franchise  industry. 

Before  I  proceed  any  further,  I  should  mention  that  the  flat-fee 
amount  would  not  work  for  a  large  franchisor  such  as  McDonald's.   In 
addition,  my  entire  presentation  and  experience  is  based  on  the 
smaller  franchises,  selling  for  under  $100,000.   This  also  appears  to 
be  where  most  of  the  abuses  are  occurring. 
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In  return  for  this  low  fee  of  $500  per  year,  we  ask  our  affiliates, 
once  they  are  established,  to  assist  the  new  affiliates  coaing  after 
them  with  both  marketing  and  technical  support.  Our  affiliates  also 
act  as  our  sales  force.  We  do  not  use  outside  sales  representatives 
since  we  feel  our  existing  affiliates  have  far  more  credibility  and 
will  not  inflate  expectatxons.  In  other  words,  they  tell  it  like  it 
is,  both  good  and  bad.  It  actually  adds  to  our  credibility  if  there 
are  some  negative  comments. 

Another  reason  for  the  success  of  our  firm  is  that  we  promote 
communications  among  our  affiliates.   I  have  found  that  the  majority 
of  franchisors  try  to  keep  their  franchisees  in  the  dark  and 
discourage  communicating  with  each  other.   We  do  the  opposite;  for 
example  a  good  portion  of  our  monthly  newsletter  is  put  together  by 
our  affiliates  and  our  annual  convention  is  planned  and  organized  by 
our  affiliates  who  volunteer  their  time  to  do  it. 

Last  month  our  company  held  its  annual  convention  here  in  Washington, 
DC.   We  invited  Robert  L.  Perry  to  be  our  guest.   Mr.  Perry  is  well- 
known  in  the  franchise  industry  and  is  the  author  of  the  book,  "The 
50  Beet  Low  Investment,  High  Profit  Franchises."  At  the  convention, 
Mr.   Perry  had  the  opportunity  to  speak  with  many  of  our  affiliates, 
of  his  own  chosing.   After  doing  so,  he  asked  if  he  could  be  allowed 
to  make  a  brief  presentation.   In  his  speech,  he  stated  that  Video 
Data  Services  was  the  most  open,  welcoming  team  that  he  had  ever  seen 
in  franchising.   He  went  on  to  say  that  he  had  never  seen  a  group 
work  together  as  well  as  the  Video  Data  Services  franchise  team.   His 
final  comment  was  that  Video  Data  Services  was  the  ideal  that 
franchisors  should  aspire  to  be. 
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I  vould  now  like  to  express  my  point  of  viev  regarding  both  the 
proposed  new  disclosure  documentation  as  well  as  self  regulation  by 
the  franchising  industry. 

Franchising  started  out  with  a  negative  connotation.   It  was  firms 
such  as  Holiday  Inn,  McDonald's,  and  Burger  King  who  gave  franchising 
the  good  name  that  it  has  had  until  recently.   The  changes  that  I 
feel  are  necessary  to  return  franchising  to  respectability  are: 

1.  Simplification  of  the  language  of  franchise  disclosures:  Our 
firm's  franchise  disclosure  documentation  is  relatively 
simple,  yet  we  still  have  attorneys  calling  us  to  explain 
the  various  terminology.   Furthermore,  in  examining  other 
disclosures,  it  appears  they  are  purposely  written  to  be 
totally  one-sided.   They  are  also  written  so  that  they  are 
almost  impossible  to  decipher. 

If  an  attorney  cannot  decipher  a  disclosure  documentation, 
then  how  is  the  average  layman  going  to?  Someone  who  is 
buying  a  six  figure  or  higher  franchise  will  normally  have 
the  business  expertise  as  well  as  legal  support  for  due 
diligence.   However,  an  individual  spending  below  this 
amount  is,  in  most  cases,  investing  his  or  her  life  savings 
and  will  not  even  contact  an  attorney.  They  have  to  go 
strictly  by  what  they  can  interpret  from  a  disclosure 
dociUBentatlon . 

It  is  my  belief  that  any  new  disclosure  reguirements  should 
reguire  the  number  of  franchisees  that  have  left,  either 
willingly  or  unwillingly.   Also,  if  the  franchisor  makes  any 
earnings  claims  whatsoever,  either  verbally  or  in  writing, 
these  earnings  claims  should  be  substantiated  in  the 
disclosure  documentation. 

The  boldest  print  on  the  cover  of  all  franchise  disclosures 
should  state,  "Any  earnings  claim  or  any  other  statement 
made  to  you  by  the  franchisor  is  meaningless  unless  it  is 
backad-up  in  the  disclosure  documentation." 

2.  As  far  as  self-regulation,  I  am  not  aware  of  any  industry 
self  regulating  groups  that  can  be  an  example  for 
franchising.   In  fact,  1  have  never  seen  any  organization 
capable  of  self-regulating  itself  and  I  doubt  that  any 
individual  here  has.   I  consider  myself  a  very  fair 
individual,  but  if  I  am  self -regulating,  I  am  still  going  to 
look  out  for  my  own  interests  first. 
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A  9ood  esanplA  of  liov  self -regulation  cannot  vork: 

The  International  Franchise  Association  has  a  large 
franchise  show  scheduled  this  weekend  in  Washington,  DC. 

The  advertising  claims  on  TV  and  in  print  claim  the  success 
rate  in  franchising  is  94%  and  the  average  franchisee  earns 
$124,000  per  year.  This  statement  is  preposterous!.   If 
this  were  true,  one-third  of  the  individuals  that  are 
present  at  this  hearing  would  not  be  here,  they  would  be  out 
running  their  own  franchises!   In  the  last  two  weeks  I  have 
contacted  over  20  franchisees  of  well-known  franchisors  in 
the  western  New  York  area  such  as  Mailboxes,  etc.  and  Subway 
shops.  Their  average  earnings  were  approximately  $36,000 
per  year.   I  strongly  question  the  sources  used  for  The 
Gallop  poll  that  provided  the  above  figures.   The  figure  of 
$124,000  could  only  apply  to  a  very  limited  number  of 
extremely  large  franchise  businesses.   Also,  if  one  watches 
the  visual  background  proceeding  the  $124,000  figure,  you 
will  see  on  display  the  names  and  logos  of  the  largest 
franchisors. 

One  of  the  biggest  problems  among  the  franchisees  I  surveyed 
was  the  unrealistic  earnings  claims  made  by  their  respective 
franchisors.  This  by  far  the  most  important  factor  that  has 
to  be  addressed  in  any  new  regulations. 

The  total  cost  of  our  franchise  package  is  $17,950,  yet  we 
still  have  prospects  who  feel  that  on  this  investment  they 
should  be  able  to  earn  at  least  $50,000  their  first  year. 
My  own  office  as  well  as  our  affiliates  go  out  of  our  way  to 
explain  to  these  individuals  what  their  goal  should  be — and 
that  is  their  first  year's  goal  should  only  be  to  make  back 
their  initial  investment.   We  also  have  in  our  computer 
what  is  called  a  "Sorry  Letter".   If  we  feel  that  for 
whatever  reason  an  individual  cannot  make  it  in  our 
business,  we  simply  send  him  this  letter  indicating  that  he 
or  she  is  not  qualified.   We  are  simply  avoiding  future 
problems  for  both  parties. 

The  biggest  obstacle  to  future  growth,  however,  is  not  the 
economy,  but  the  negative  press  that  franchising  is 
currently  receiving.   In  order  for  franchising  to 
turnaround,  it  is  going  to  have  to  improve  its  image. 

I  would  like  to  relate  a  recent  conversation  that  I  had  with 
an  advertising  rep  of  a  major  business  opportunity  magazine 
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that  we  have  advertised  in  over  the  last  ten  years. 

I  called  to  complain  that  even  though  their  advertising 
rates  have  gone  up  considerably,  the  amount  of  leads  we  have 
received  from  advertising  in  their  magazine  have  dropped  in 
half  over  the  last  twelve  months.   I  also  told  him  that  the 
end  result  was  that  we  have  received  only  3  sales  from  their 
publication  during  the  last  6  months  vs.  8  sales  during  the 
same  time  period  the  previous  year.  I  went  on  to  tell  him 
that  our  company  would  probably  have  failed  if  we  had  to 
count  on  advertising.   What  has  kept  our  company  going  is 
the  very  favorable  write-ups  we  have  received  in  various 
magazines  and  books  on  franchising.   Another  reason  is 
independent  publications  have  a  far  greater  credibility  than 
a  magazine  advertisement.   I  also  indicated  to  him  that  for 
the  first  time  in  our  history  our  overall  sales  were  down 
from  the  previous  year. 

His  response  to  me  was,  "Stuart,  you  should  be  happy.   Most 
of  our  business  opportunity  and  franchise  advertisers  are 
indicating  a  40%-50%  decrease  in  sales  from  last  year." 

one  oan  make  several  conclusions  from  that  statement: 

a.  The  economy 

b.  The  nec^ative  image  that  the  press  is  generating  on 
franchises 

c.  The  general  public  is  becoming  far  more  careful  in 
investing  in  franchises  and  business  opportunities. 

I  would  rather  doubt  that  the  larger,  esteiblished  franchisors  would 
take  strong  exception  to  Chairman  LaFalce's  proposed  new  disclosure 
regulations.   The  reason  be  will  get  a  lot  of  opposition  from  smaller 
franchisors  is  that  if  Chaimon  Laralce's  regulation  goes  into 
effect^  within  a  few  nonths,  you  will  probably  see  10%-20%  of  these 
franchisors  ceasing  to  do  business.   In  the  long-term,  however,  this 
will  benefit  franchising  as  a  whole,  as  well  as  those  franchisors  who 
do  run  a  legitimate  business.   Once  again,  franchising  will  take  on 
the  positive  image  that  it  previously  had. 

I  will  close  my  presentation  by  adding  that  if  franchisors  would  look 
upon  their  franchisees  as  partners  rather  than  someone  simply  to  make 
money  off  of,  in  the  long-term  they  would  be  far  more  successful. 
For  franchising  to  succeed,  both  the  franchisor  and  the  franchisee 
must  mutually  benefit. 
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Mr.  Chairman,  members  of  the  Committee,  fellow 

witnesses  and  guests,  I  want  to  thank  you  all  for  this 

opportunity  to  present  some  views  concerning  questions  of  self- 

regulation  in  franchising  today.   Last  week,  at  the  time  I  was 

requested  to  appear  before  you,  I  was  in  the  midst  of  a  trial 

that  did  not  conclude  until  Friday.   Because  of  the  limited 

amount  of  time  available  to  prepare  these  remarks,  I  have  been 

unable  to  document  my  comments  to  the  extent  that  I  would  like. 

I  will  attempt  to  follow  the  Chairman's  questions  throughout. 

Actions  and  Changes  Needed  In  Franchising  to  Address 

Problems  &  Abuses  In  Representation  and  Sale  of 

Franchises  and  In  Conduct  of  Ongoing  Franchise  Relationships 

Let  me  being  by  identifying  what  I  perceive  to  be  some 
of  the  recurring  problems  in  the  franchise  relationship. 

First,  misrepresentation  and  abuse  in  the  sale  of 
franchises  continues  to  occur  both  in  new  franchise  companies  as 
well  as  in  established  franchisors.   These  problems  are 
compounded  by  the  absence  of  effective  remedies  for  franchisees 
and  the  unwillingness  of  franchisors  to  respond  to  franchisee 
problems.   Let  me  give  you  three  quite  different  examples. 

In  the  case  I  tried  last  week,  (for  which  there  is  not 
yet  a  verdict)  my  clients  claimed  that  Hardee's  Food  Systems,  the 
nation's  third  largest  hamburger  chain,  had  provided  them  with 
unsubstantiated  earnings  claims  for  a  specific  site  and  had  made 
false  representations  that  the  plaintiffs  could  become  multiple  . 
store  operators  rapidly  through  the  purchase  of  company  owned 
stores.   The  evidence  in  the  case  demonstrated  that  while 
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Hardee's  had  a  policy  of  compliance  with  the  FTC  Rule  and  state 
laws  governing  franchise  sales,  the  area  vice  president  testified 
that  he  had  no  mechanisms  to  enforce  compliance  with  Hardee's 
policies  or  with  law.   After  the  franchisees  had  invested  almost 
$1  million,  they  discovered  that  no  company  owned  stores  were  for 
sale,  and  that  the  sales  estimate  was  overstated  by  some 
$200,000.   They  attempted  repeatedly  to  work  out  a  business 
solution  to  the  problem.   Hardee's  refused  to  recognize  that  its 
violation  of  law  or  plaintiff's  injury  and  for  all  practical 
purposes,  refused  to  discuss  the  matter. 

At  trial,  Hardee's  quite  candidly  admitted  that  it  had 
made  an  unlawful  earnings  claim,  but  successfully  convinced  the 
judge  that  under  both  Indiana  and  Federal  law,  there  was  no 
private  remedy.   My  clients  were  then  left  with  proving  what 
amounted  to  a  common  law  fraud  case,  which  is  far  more  difficult 
to  prove. 

I  want  to  stress  that  my  client  was  a  lawyer  of  over 
twenty- five  years  experience  --  and  is  renowned  for  his  ability 
to  mediate  disputes  and  to  find  practical  business  solutions  to 
difficult  legal  problems.   The  franchisor,  however,  was  unwilling 
to  discuss  settling  the  matter  in  any  meaningful  way. 

A  second  example,  concerns  the  Reids,  Florida 
franchisees  of  All  Tune  &  Lube.  Believing  that  the  franchisor  had 
misled  them,  they  presented  their  grievances  to  the  International 
Franchise  Association.   IFA  assured  them  that  it  would  keep  their 
information  confidential;  would  conduct  a  private  investigation; 
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and  above  all,  would  not  turn  over  their  documentation  to  the 
franchisor.   Shortly  thereafter,  they  learned  that  IFA  had  turned 
the  information  over  to  its  counsel,  which  in  turn  was  counsel  to 
the  franchisor.   There  was  both  a  breach  of  promise  and  a 
conflict  of  interest.   Subsequently,  the  IFA  informed  the  Reids 
that  its  board  of  directors  might  consider  their  complaint.   But 
when  they  tried  to  find  out  if  it  had,  no  one  at  IFA  responded  to 
their  letters  or  was  able  to  give  them  a  status  report . 

The  third  example  concerns  Mr.  Sign  Franchising  Corp., 
which  built  its  system  on  false  representations  contained  in  its 
offering  circular,  then  collapsed  when  it  was  unable  to  deliver 
on  its  promises,  leaving  over  70  franchisees  empty  handed  across 
the  country.  Numerous  franchisees  complained  to  state  regulators 
in  New  York  and  other  states  and  to  the  FTC.  No  action  has  been 
taken . 

These  examples  illustrate  vividly  (1)  the  failure  of  an 
individual  franchisor,  Hardee's,  to  self -regulate  even  when 
presented  with  indisputable  evidence  of  its  own  wrongdoing  and  a 
clear  opportunity  to  do  so;  (2)  the  failure  of  industry 
regulation  by  the  IFA;  and  (3)  the  failure  of  federal  and  state 
regulation. 

The  redress  franchisees  have  today  is  through  private 
lawsuits.   Most  franchisees  cannot  afford  a  private  lawsuit. 
Lawyers  are  reluctant  to  take  these  cases  on  a  contingency  basis 
because  the  cost  and  burden  of  discovery  can  easily  outweigh  the 
likely  contingent  recovery.   Moreover,  since  these  are  heavy 
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document  and  deposition  cases,  and  usually  involve  travel,  there 
are  potentially  thousands  of  dollars  of  up- front  expenses.   For 
the  franchisee  willing  and  cible  to  pay  hourly  rates,  the  cost  of 
a  private  lawsuit,  through  trial,  begins  in  six  figures. 

A  second  arena  of  problems  involves  ongoing  support  and 
assistance  to  the  franchisee.   A  major  franchisor  in  the 
automotive  repair  business  today  faces  numerous  lawsuits  from 
unhappy  franchisees.   Although  the  charges  include  false  earning 
claims  and  poor  site  selection,  the  overwhelming  complaint  is  the 
franchisor's  failure  to  visit  with  and  to  support  franchisees  in 
their  ongoing  operations.   The  result:   franchisees  have  been 
unable  to  maintain  a  competitive  edge  or  resolve  simple  problems. 
In  another  example,  a  Fortune  500  company  attempted  to  enter 
franchising  by  staffing-up  quickly  with  executives  and  managers 
hired  from  a  variety  of  existing  franchisors.   The  effort  was 
disastrous.   The  franchisor  eventually  had  to  turn  its  training 
and  on- going  support  functions  over  to  one  of  its  franchisees, 
who  in  fact  had  far  more  experience  and  expertise  in  the  field 
than  the  franchisor.   These  examples  point  to  the  need  for  some 
type  of  remedy  for  a  franchisor's  unwillingness  or  inability  to 
perform  its  obligations  in  a  competent  or  workmanlike  manner.   In 
short,  a  duty  of  competence  is  needed. 

A  third  problem  I  see  concerns  the  allocation  of  the 
burden  of  meeting  competitive  conditions  in  the  marketplace. 
Franchisors,  for  example,  want  their  franchisees  to  bear  the 
burden  or  upgrading  facilities  from  time  to  time;  the  upgrade  may 
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be  modest  or  it  may  be  major,  requiring  the  franchisee  to  re- 
locate or  rebuild  its  facility.   A  second  example  would  be  new 
products,  which  the  franchisor  requires  the  franchisee  to 
introduce,  but  which  sometimes  fail.   Who  bears  --or  should  bear 
-  -  the  losses  arising  from  a  new  product  failure?  A  third 
example  is  encroachment,  or  the  franchisor's  invasion  of  the 
franchisee's  geographical  territory  or  product  line. 

This  type  of  problem  is  quire  different  in  nature  from 
franchisor  fraud  or  the  failure  to  deliver  goods  or  services  in 
several  respects.   First,  it  tends  to  be  svstem-wide  as  opposed 
to  individual,  and  hence  franchisees  may  be  able  to  harness  their 
collective  efforts  to  address  the  problem.   Second,  in  many  cases 
the  problem  is  prospective  and  can  be  addressed  in  advance, 
before  the  harm  is  done,  rather  than  retrospective,  after  the 
harm  is  done.   Third,  while  there  is  clearly  a  financial  burden 
associated  with  these  changes,  it  is  usually  not  a  life- 
threatening  loss  and  may  in  the  long  run  benefit  both  parties  to 
the  relationship.   At  least  in  the  cases  where  the  issue  is 
system-wide  and  prospective  --  e.g.,  the  franchisor  wants  all 
franchisees  to  put  in  drive-thrus  at  their  expense  --  there  is  an 
opportunity  for  collective  action  by  franchisees. 

Although  my  evidence  is  far  from  scientific,  and  is  at 
best,  anecdotal,  I  do  not  think  that  we  are  seeing  the  types  of 
problems  with  franchisee  terminations  that  we  saw  some  years  ago. 
Most  franchise  agreement  contain  provisions  requiring  good  cause 
for  termination,  and  most  franchisors  follow  these  requirements. 
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The  question,  however,  was  what  changes  should  take 
place  in  franchising  to  address  these  problems.   I  want  to  note, 
at  the  outset,  that  I  know  of  many  franchisors  that  practice  the 
utmost  good  faith  in  their  dealings  with  franchisees  and 
prospective  franchisees,  and  are  quick  to  resolve  disputes  and 
slow  to  pull  the  trigger.   These  franchisors  view  their  systems 
as  parts  of  themselves  and  recognize  their  own  self-interest  in 
the  welfare  of  their  franchisees. 

In  systems  where  there  are  problems,  typically  what  I 
have  found  is  denial  of  any  responsibility  for  a  franchisee's 
complaint.   A  franchisee  is  a  store  number  and  a  revenue  stream, 
not  a  small  business  staffed  by  human  beings.   Vfhere  there  is 
evidence  of  the  franchisor's  fault,  the  franchisor  reacts  by 
paying  legal  fees  for  defense  -  -  where  it  knows  that  it  can 
outspend  and  usually  out -lawyer  the  franchisee. 

The  changes  that  must  take  place,  in  my  view,  are 
changes  in  attitude.   We  cannot  expect  any  type  of  self- 
regulation  to  work  unless  franchisors  are  committed  to  it. 


Can  Self -Regulation  Provide 
a  Response  to  These  Problems? 

At  the  outset,  I  would  like  to  say  that  I  encourage  all 
franchisors  to  attempt  self -regulation.   Internal  ombudsmen 
programs,  review  panels,  and  alternative  dispute  resolution  in 
certain  areas  can  go  a  long  way  toward  resolving  disputes, 
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particularly  early  in  the  process.   However,  self -regulation  at 

this  time  does  not  seem  to  be  an  appropriate  response  to  problems 

facing  franchising  for  the  following  reasons: 

Self -regulation  will,  by  definition,  be 
confined  to  individual  companies,  or 
companies  that  are  members  of  a  group  such  as 
the  International  Franchise  Association. 
Many  of  the  problems  I  have  seen  involve 
companies  that  are  not  members  of  the  IFA; 
hence,  they  would  not  be  subject  to  any 
regulatory  efforts  by  that  body. 

In  franchising,  there  is  inherent  tension 
between  the  interests  of  franchisors  and 
franchisees  that  we  must  recognize  is  in  many 
respects  intractable.   For  example,  the 
franchisor  looks  to  the  franchisee  for  the 
investment  of  capital  to  build  a  unit,  but 
has  an  interest  only  in  the  income  stream 
from  royalties  once  that  unit  is  completed. 
Likewise,  the  franchisor  looks  at  the 
franchise  relationship  as  a  contract  limited 
to  a  term  of  years  whereas  the  franchisee 
looks  at  the  business  as  a  life-long 
commitment.   It  is  difficult  to  imaging-A 
_self- regulatory  scheme  that  would  not  be 
biased  in  one  direction  or  the  other^ 

There  are  serious  questions  in  my  mind  as  to 
whether  the  sanctions  available  through  self- 
regulation  would  be  sufficient  to  redress  the 
grievances  of  franchisees.   Expulsion  from  an 
industry  group,  for  example,  would  do  little 
to  satisfy  a  franchisee  who  has  lost 
substantial  amounts  of  money. 

There  are  serious  questions  as  to  whether 
procedures  for  self -regulation  would  provide 
franchisees  with  the  benefits  and  protections 
that  they  receive  under  state  and  federal 
procedural  rules  of  litigation.   For  example, 
in  order  to  prove  fraud,  the  franchisee  may 
need  to  conduct  extensive  discovery  of  the 
franchisor's  files  in  order  to  prove  intent. 
Typically  in  arbitrnit  1  nn,  f'^r   ovampip^ 
dis.covery_is  not  available  and_  therefore  the 
.franchisee  may  be  unable  to  obtain  su_ch^ 
documentation. 
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Franchising  is  extremely  diverse,  and  I  question 
whether  there  is  any  single  scheme  that  will  be 
appropriate  for  all  systems.   For  example,  some 
systems  require  a  sunk  investment  of  several 
million  dollars;  others  require  only  a  few  hundred 
dollars,  with  no  sunk  investment.   Some 
franchisors  have  predominantly  multiple-unit 
developers,  who  tend  to  be  savvy  business 
operators;  others  have  primarily  mom-and-pop 
operations . 

For  these  reasons,  I  do  not  think  self -regulation  can 
play  a  major  role  in  resolving  the  problems  franchising  faces 
today.   I  believe  federal  legislation  is  necessary.   Self- 
regulation  is  an  idea  that  is  basically  new  to  franchising,  and 
it  should  be  an  arena  for  experimentation  and  gaining  of 
experience  by  franchisees.   I  can  see  it  playing  an  important 
role  as  an  "early-warning"  system  under  which  a  franchisee  could 
complain  to  a  franchisor  at  an  early  stage  of  a  potential  dispute 
and  the  parties  could  attempt  to  mediate  some  resolution.   If  the 
mediation  were  unsuccessful,  the  franchisee  could  proceed  to 
court. 

I  am  not  sufficiently  familiar  with  comparable  examples 
of  industry  self -regulation  to  discuss  them. 

Structure  of  Self -Regulation 

Since  I  am  not  a  categorical  advocate  of  self- 
regulation,  I  do  not  have  strong  views  on  how  it  should  be 
structured,  who  the  authority  should  be  or  how  it  should  be 
enforced. 
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To  the  extent  that  there  is  any  self -regulation,  I 
think  a  key  should  be  both  the  actual  and  perceived  independence 
of  the  regulatory  authority.   This  could  be  accomplished,  for 
example,  through  panels  of  mediators  that  included  both 
franchisor  and  franchisee  reoresentatives.   Second,  any  self- 
regulatory  scheme  must  be  accessible  to  franchisees.   Perhaps  the 
greatest  difficulty  that  franchisees  face  is  the  high  cost  of 
litigation.   Because  self -regulation  by  its  nature  contemplates 
yet  another  step  in  the  resolution  of  a  dispute,  it  must  be 
sufficiently  inexpensive  so  that  the  franchisee  may  pursue  it 
without  further  encvimbering  what  are  usually  meager  assets.   The 
question  of  who  should  the  governing  or  regulating  authority  is 
particularly  difficult.   There  is  no  single  independent  body  to 
which  franchisors  must  belong;  while  the  IFA  represents  many 
franchisors,  it  certainly  does  not  represent  all.   Finally, 
enforcement  presents  a  real  problem.   Unlike  the  National 
Association  of  Securities  Dealers,  expulsion  from  a  franchise 
trade  association  carries  no  real  sanction;  I  would  recommend 
that  under  any  scheme  of  self -regulation  that  the  aggrieved  party 
have  the  alternative  right  to  seek  redress  in  the  courts. 
Alternatives  To  Self -Regulation 

In  my  view,  the  answer  to  the  problems  that  franchising 
faces  today  and  will  face  over  the  next  decade  lie  not  in  self- 
regulation  but  in  uniform  federal  regulation  with  respect  to  both 
disclosure  and  the  franchise  relationship.   One  of  the  great 
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ironies  of  the  present  scheme  of  regulation  is  that  franchisees 
that  receive  erroneous  information  through  the  disclosure  process 
have  no  private  right  of  action  under  the  FTC  Rule.   Unless  they 
can  avail  themselves  of  a  state  statute  that  provides  them  with 
private  remedies,  they  are  relegated  to  common  law  fraud  claims, 
which  usually  require  a  very  high  burden  of  proof  and  which  also 
require  that  the  franchisee  prove  that  the  franchisor  intended  to 
defraud  it  --  an  almost  impossible  task  in  the  absence  of  a  real 
smoking  gun. 

I  think  a  duty  of  competence  is  appropriate,  but  only 
at  a  relatively  low  level  unless  the  franchisor  holds  itself  out 
otherwise.   I  question  whether  we  need  legislation  addressing 
system- wide  changes  for  competitive  or  economic  reasons.  Even 
though  I  do  not  see  the  problems  with  termination  that  there  have 
been  in  the  past,  I  believe  a  national  standard  will  go  a  long 
way  toward  ensuring  uniformity  in  resolving  franchise  disputes. 


Thank  you . 
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Mr.  Chairman,  Members  of  the  Committee,  I  am  Gil  Thurm  and  I 
am  the  Senior  Vice  President  &  Chief  Counsel  of  the  International 
Franchise  Association  (IFA) . 

IFA  Chairman  Stephen  Lynn  has  asked  me  to  thank  you  for 
inviting  him  to  testify,  and  he  appreciates  your  iwderstanding  of 
his  unavoidable  scheduling  conflict  which  prevented  him  from 
appearing  here  today.  He  looks  forward  to  an  opportunity  to  meet 
with  you,  Mr.  Chairman,  and  to  appear  before  your  Committee  at  a 
later  time.  I  appreciate  this  opportunity  to  appear  here  today  on 
behalf  of  IFA. 

The  International  Franchise  Association  is  a  trade  association 
which  serves  as  the  voice  of  franchising.  IFA  is  a  resource  center 
for  both  current  and  prospective  franchisors  and  franchisees,  as 
well  as  for  the  government  and  the  media. 

Mr.  Lynn,  who  is  Chainnan  of  the  Board  and  CEO  of  Sonic 
Corporation,  recently  stated  that  his  goal  as  IFA  Chairman  is  to 
make  this  a  year  of  building  bridges.  Mr.  Lynn  stated:  "I  have 
witnessed  first-hand  that  cooperation,  consensus  and  compromise  are 
key  components  of  a  successful  organization.  And  it  is  my  wish  to 
begin  to  build  a  bridge  between  the  franchisor  community  and  our 
customers,  the  franchisees.  Cooperation  between  these  two  groups 
is  not  a  sweet  sentiment. . .it  is  an  economic  necessity  to  the 
future  of  franchising." 

-1- 
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The  nation's  franchisee!  businesses  account  for  over  one-third 
of  all  retail  sales  —  $758  billion,  and  employ  more  than  7  million 
people.  While  other  sectors  of  the  American  economy  have  been 
shrinking  in  recent  years,  franchising  has  been  expanding,  creating 
more  than  18,500  new  businesses  last  year,  which  added  more  than 
100,000  new  jobs  to  the  economy.  We  must  seek  ways  to  stimulate 
the  growth  of  franchising,  not  stifle  it. 

Chairman  Lynn  also  stated,  as  a  part  of  his  remarks  at  IFA's 
33rd  Annual  International  Convention,  on  February  8,  1993: 

"The  theme  of  my  chairmanship  is  GROWTH  THROUGH  UNITY. 
Franchisee  and  franchisor. . .working  together. 
Working  together  for  success. 

Working  together  to  find  better  ways  to  bring  high 
quality  products  and  services  to  the  marketplace. 
Working  together  to  head  off  potentially  harmful 
influences  such  as  outside  regulation  and  legislation. 
And  working  together  to  protect  the  future  of  franchising 
and  to  lay  the  groundwork  for  franchising  to  play  an 
important  role  in  our  economic  growth  well  into  the  next 
century." 

FRANCHISEE  ADVISORY  COUNCIL 

To  achieve  this  desirable  result,  IFA  began  by  creating  more 
meaningful  dialogue  between  franchisees  and  franchisors.  To  this 
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end,  the  IFA  Board  of  Directors  has  voted  to  create  a  Franchisee 
Advisory  Council.   This  Council  has  three  goals: 

1.  To  promote  the  concept  of  franchising  as  a  mutually 
beneficial  relationship  between  franchisees  and  franchisors  within 

the  IFA; 

2.  To  seek  constructive  ways  to  solve  disputes  between 

franchisees  and  franchisors;  and 

3.  To  explore  ways  to  increase  the  participation  of 
franchisees  within  the  IFA. 

The  Franchisee  Advisory  Council  is  only  a  first  step.  Our 
next  step  is  a  move  toward  self-regulation. 

CODE  OF  ETHICS 

In  that  regard,  IFA  has  established  a  Franchise  Code  of  Ethics 
which  sets  standards  of  conduct  for  franchisors  in  dealings  between 
franchisees  and  franchisors. 

The  Franchisee  Advisory  Council  has  been  asked  to  help  us 
determine  how  this  Code  will  be  enforced  throughout  our  membership. 

We  realize,  however,  that  just  setting  the  rules  will  not 
prevent  conflict.  As  Mr.  Lynn  pointed  out  at  our  recent 
convention,  "In  fact,  the  interdependent  nature  of  franchising  is 
fraught  with  the  potential  for  conflict.  So  another  critical 
objective  for  the  coming  year  will  be  to  seek  out  ways  of  setting 
conflict  to  rest  —  without  resorting  to  litigation  or 
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legislation." 

ALTERNATIVE  DISPUTE  RESOLUTION 

Accordingly,  IFA  and  member  companies  have  taken  steps  to 
provide  the  leadership  and  guidance  for  Alternative  Dispute 
Resolution.  We  believe  that  a  well-considered  Dispute  Resolution 
Program  will  serve  —  not  only  to  resolve  conflicts  in  the  early 
stages  —  but  also  to  foster  an  environment  which  will  strengthen 
the  franchise  relationship.  Building  a  spirit  of  cooperation  and 
compromise  is  critical  to  the  future  of  franchising. 

In  this  regard,  the  Center  for  Public  Resources  (CPR) 
announced  on  February  8,  1993  that  a  group  of  major  franchise 
companies  have  joined  to  create  an  alternative  dispute  resolution 
(ADR)  process  to  offer  to  all  franchisees  and  franchisors  as  a 
mediation  vehicle  to  settle  franchise  disputes.  Called  the 
National  Franchise  Mediation  Program,  this  ADR  process  has  been 
designed  to  resolve  disputes  between  franchisees  and  franchisors 
quickly  and  cost-effectively  through  the  CPR  Legal  Program. 

The  Center  for  Public  Resources'  CPR  Legal  Program  is  a  not- 
for-profit  alliance  of  530  major  corporations,  leading  law  firms, 
prominent  legal  academicians  and  public  institutions.  Through  the 
CPR  Panels  of  Distinguished  Neutrals,  business  and  public  disputes 
involving  more  than  $5  billion  were  successfully  resolved  through 
ADR  in  the  three-year  period  ending  December  1992. 
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The  founding  members  of  the  National  Franchise  Mediation 
program  include:  Burger  King  Corporation,  Dunkin'  Donuts, 
Hardee's,  Holiday  Inn  Worldwide,  Jiffy  Lube,  McDonald's,  Pizza  Hut, 
Southland  and  Wendy's.  Additional  companies,  Kentucky  Fried 
Chicken  and  Taco  Bell,  have  also  committed  to  the  process. 

CPR  President  James  F.  Henry  said  the  ADR  mediation  process 
"offers  a  less  time  consuming,  less  expensive,  less  antagonistic 
route  to  settle  disputes  than  traditional  court  proceedings,  with 
the  opportunity  to  agree  on  solutions  courts  could  not  order.  ADR 
will  help  franchisors  and  franchisees  preserve  relationships  and 
productivity,  since  both  parties  must  be  satisfied  with  terms  of 
the  settlement  to  their  disputes." 

"With  the  National  Franchise  Mediation  Program,  franchisees 
and  franchisors  will  be  able  to  resolve  disputes  with  the 
assistance  of  a  qualified  mediator  nominated  by  CPR  from  a  newly 
organized  franchise  panel  of  neutrals,"   said  Henry. 

All  founding  group  members  have  committed  to  participate  for 
the  next  two  years  in  a  mediated  dispute  resolution  process  for  any 
dispute  with  one  of  their  franchisees  not  resolved  through  internal 
negotiations.  A  mediator  located  in  the  franchisee's  region  will 
be  jointly  selected  by  the  franchisee  and  franchisor  involved  in 
the  dispute.  Costs  will  be  jointly  shared  by  both  parties  to  the 
dispute. 
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Henry  noted  that  the  National  Franchise  Mediation  Program  will 
be  a  voluntary  and  informal  process.  "A  mediator  has  no  power  to 
impose  a  solution  on  the  parties,"  he  said.  "Rather,  mediators 
will  assist  parties  in  negotiating  solutions  that  meet  their 
interests  and  objectives." 

Mediation  can  generally  be  concluded  rapidly,  at  moderate 
cost.  In  this  program,  a  time  limit  will  be  set,  after  which  the 
parties  are  free  to  pursue  other  remedies,  unless  both  agree  to  the 
contrary.   If  mediation  fails,  other  options  are  not  foreclosed. 

CONCLUSION 

Mr.  Chairman,  we  believe  that  the  various  programs  and 
initiatives  described  above  are  very  important  and  positive  first 
steps  toward  self -regulation  in  the  franchising  industry.  As  Steve 
Lynn  stated  in  accepting  the  role  as  IFA  Chairman,  "My  promise  is 
that  1993  will  be  known  as  the  year  of  inclusion. .  .the  year  in 
which  franchisees  are  recognized  as  a  meaningful  part  of  the 
IFA... a  year  in  which  we  celebrate  the  mutually  beneficial  aspect 
of  our  relationship. . .a  year  when  franchisees  and  franchisors 
unite." 

Mr.  Chairman,  the  International  Franchise  Association 
appreciates  this  opportunity  to  present  its  views,  and  we  look 
forward  to  continuing  to  work  closely  with  you  and  the  Members  of 
this  Committee. 
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We  would  be  pleased  to  respond  to  any  questions  the  Committee 
may  have. 

Thank  you. 
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May  17,  1993 

The  Honorable  John  J.  LaFalce 

Chairman 

House  Small  Business  Committee 

2361  Rayburn  House  Office  Building 

Washington,  D.C.  20515 

Dear  Mr.  Chairman: 

Thank  you  for  the  opportunity  to  appear  at  your 
Committee's  hearing  on  April  21,  1993,  to  discuss  the 
subject  of  self-regulation  in  the  franchise 
industries.   This  letter  will  provide  the  information 
for  the  record  as  requested  and  discussed  during  that 
hearing. 

GALLUP  STUDY 

As  I  stated  in  answer  to  the  question  involving 
the  International  Franchise  Expo,  and  advertisements 
related  to  the  Expo,  attached  is  the  Executive 
Summary  of  the  Gallup  Study  for  the  record.   That 
Expo,  and  the  advertisements  related  to  it,  were  all 
produced  by  an  independent  contractor  under  a  license 
agreement  with  the  International  Franchise 
Association,  without  further  involvement  by  IFA  or  by 
any  of  the  other  17  co-sponsoring  Associations  of  the 
Expo. 

MINORITY  BUSINESS  DEVELOPMENT 

In  response  to  the  Committee's  question  about 
minority  business  development  and  related  issues,  I 
am  pleased  to  submit  to  the  Committee  a  recent 
article  from  Franchising  World  which  details  the 
"preliminary  results  of  a  recent  survey  by  IFA's 
Minorities  and  Women  in  Franchising  Committee.   Of 
the  more  than  180  respondents,  41  percent  reported 
targeting  recruitment  efforts  to  minority 
franchisees;  54  percent  use  minority  suppliers, 
vendors  and  media,  and  29  percent  offer  direct 
financial  assistance  to  new  minority  franchisees." 

Also  in  connection  with  the  specific  question 
from  Mr.  Mfume,  for  which  I  promised  a  further 
response,  I  submit  the  following  supplemental 
information  for  the  record.   Our  society  has 
determined  that  discrimination  in  business  practices 
is  not  to  be  tolerated.   The  Association's  Code  of 
Ethics,  a  copy  of  which  is  attached  to  this  letter, 
clearly  reflects  that  discrimination,  whatever  the 
basis,  is  not  to  be  tolerated.   You  will  note  in  the 
Code  of  Ethics,  in  the  preamble,  that  "franchising 
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must  reflect  the  highest  standards  of  ethical 
business  practices."   In  Section  II:  Principles 
"Franchisors  shall  conduct  their  business 
professionally,  with  truth,  accuracy,  fairness,  and 
responsibility."   Later,  in  the  same  section 
"Franchisors  shall  offer  equal  opportunities  in 
franchising  for  minorities,  women  and  the  disabled." 
Finally,  in  Section  IV:  Standards  of  Conduct  "A 
franchisor  shall  not  discriminate  in  the  operations 
of  its  franchise  system  on  the  basis  of  race,  color, 
religion,  national  origin,  age,  disability  or  sex." 

It  is  important  to  note  and  acknowledge  that 
many  of  the  most  progressive  franchisors  have  created 
programs  designed  to  recognize  the  special  needs  of 
minority  franchisees  and  suppliers.   These 
affirmative  action  programs  need  to  be  recognized  as 
legitimate  efforts  to  rectify  those  individuals  who 
have  historically  or  economically  been  discriminated 
against. 

SELF-REGULATION 

As  I  indicated  in  answer  to  questions  regarding 
the  Association's  Code  of  Ethics  and  some  of  the 
stories  told  by  another  witness,  there  are  two  sides 
to  those  stories.   For  example,  let  us  look  at  the 
situation  referred  to  during  the  hearing  where  a 
franchisee  submitted  a  complaint  to  the  IFA.   In  that 
situation,  following  IFA's  regular  practice,  the 
franchisee  was  told  that  if  he  or  she  would  like  to 
submit  a  complaint  and  any  other  material  to  us,  IFA 
would  forward  that  complaint  and  material  directly  to 
the  franchisor.   The  franchisee  chose  to  provide  such 
information  to  IFA  and  as  had  been  previously 
explained  to  the  franchisee,  IFA  sent  that  material 
to  the  franchisor.   Franchisor  lawyers  would  be 
pleased  to  respond  further  to  the  other  stories 
described  by  the  franchisee  attorneys  who  were 
invited  to  testify  at  the  hearing. 

In  response  to  the  Committee's  questions 
regarding  enforcement  of  the  Code  of  Ethics,  it 
should  be  recognized  that  trade  associations  by  their 
nature  are  voluntary.   We  are  not  quasi-judicial 
branches  of  government  and  thus  the  harshest  form  of 
penalty  that  we  may  inflict  is  to  ostracize  those  who 
engage  in  unethical  behavior.   It  should  also  be 
noted  that  there  are  a  range  of  actions  which  are 
available  to  a  voluntary  organization  such  as  a  trade 
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association,  and  that  range  of  actions  may  not  be  too 
dissimilar  from  the  range  of  actions  available  to  the 
Committee  on  Standards  of  Official  Conduct  of  the 
U.S.  House. 

The  Committee  may  also  be  interested  in  a  recent 
"Wall  Street  Journal"  article  on  our  efforts  to 
promote  self-regulation,  and  that  article  is  also 
attached  for  the  record. 

Mr.  Chairman,  I  appreciate  the  opportunity  to 
present  this  supplemental  information  for  the  record 
of  the  April  21  hearing,  and  I  look  forward  to 
continuing  to  work  with  you  and  your  Committee  on 
these  matters. 


Sincerely, 


Gil  Thurm 
Senior  Vice  President 
&  Chief  Counsel 


Attachments: 

-  Executive  Summary  of  Gallup  Study 

-  Minority  Business  Development  Article 

-  Code  of  Ethics 

-  "Wall  Street  Journal"  Article 
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PRINCETON.  NEW  JERSEY 


INTERNATIONAL  FRANCHISE  ASSOCIATION 
Washington,  D.C. 


NATIONAL  FRANCfflSE  OWNER  STUDY 

Executive  Summary 

January  1992 


Prepared  by 

The  Gallup  Organization,  Inc. 
Princeton,  New  Jersey 


Introduction: 

The  Gallup  Organization,  Inc.  of  Princeton,  New  Jersey  conducted  market  research  for  the 
International  Franchise  Association  (IFA)  of  Washington,  D.C.  The  overall  purpose  of  this  market 
research  was  to  determine,  among  franchise  owners,  their  attitudes  and  opinions  with  regard  to  their 
franchise-owning  experience. 

Methodology: 

To  accomplish  the  objectives  of  this  study,  Gallup  interviewed,  by  telephone,  a  national  sample 
of  994  franchise  owners  across  the  continental  United  States  during  November  and  December  1991. 

Stability  of  Results: 

At  the  95%  level  of  confidence,  the  maximum  expected  error  range  for  a  sample  of  994  respon- 
dents is  ±3.1%.  Stated  more  simply,  if  100  different  samples  of  994  individuals  who  were  franchise 
owners  in  the  United  States  were  chosen  randomly  from  a  national  sample  of  franchise  owners,  95  times 
out  of  100  the  results  obtained  would  vary  no  more  than  +3.1  percentage  points  from  the  results  that 
would  be  obtained  if  the  entire  franchise  owner  population  were  interviewed. 
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National  Franchise  Owner  Study 


Major  Findings: 

1.  Almost  all  (94%)  of  the  respondents  said  that 
overall,  they  considered  their  franchise  operation 
to  be  either  very  (47%)  or  somewhat  (47%) 
successful. 

2.  More  than  seven-tenths  of  the  franchise  owners 
said  that  their  franchise  operation  had  either 
exceeded  or  met  their  expectations  with  regard  to 
both  their  personal  satisfaction  in  operating  the 
franchise  (76%)  and  their  overaU  satisfaction  (73%). 

3.  The  respondents'  high  ratings  of  satisfaction 
and  success  of  their  operation  did  not  come  with- 
out hard  work.  More  than  eight-tenths  of  the 
owners  said  their  franchise  operation  had  met  most 
of,  or  exceeded,  their  expectations  with  regard  to 
the  number  of  hours  they  had  to  work  (they  had  to 
work  more).  In  fact,  a  positive  correlation  existed 
between  the  respondents'  overall  satisfaction  with 
the  franchise  and  their  levels  of  active  involve- 
ment. The  higher  the  respondents'  level  of  active 
involvement  on  a  day-to-day  basis  with  the 
franchise,  the  higher  their  level  of  satisfaction. 

4.  Three-fourths  (75%)  oftherespondents  said  that 
if  given  the  same  opportunity  (knowing  what  they 
know  now)  they  would  purchase  or  invest  in  this 
same  franchise  business  again.  Respondents  who 
had  income  of  $50,0(X3  or  more  were  particularly 
likely  to  make  such  a  re-investment  (81%). 
Although  respondents  with  higher  incomes  tended 
to  be  more  likely  to  re-invest  in  the  same  franchise 
(if  given  the  same  opportunity),  it  should  be  noted 
that  the  majority  of  all  respondent  groups  said  they 


would  repeat  the  investment  in  the  franchise  again 
if  given  the  chance. 

5.  More  than  six-tenths  (63%)  of  the  owners  said 
they  were  more  satisfied  with  their  franchise  than 
with  previous  business  experiences,  while  23% 
reported  the  same  level  of  satisfaction. 

6.  Almost  eight-tenths  (79%)  of  the  respondents 
rated  their  relationship  with  their  franchise  or 
company  as  being  either  excellent  (39%)  or  good 
(40%).  Only  6%  reported  "poor"  working  rela- 
tionships. 


Table  A 

Sample  Characterisitcs 
(n=994) 


Gender . 


Male 
Female 


IFA  Membership. 


Years  in  Business. 


Mean 
Median 


82% 
18% 


Member  71% 

Nonmember  29% 


Ownership  of  Franchise  Operation 

Sole  Owners  63% 

Multiple  Owners  36% 


7.4  yrs. 
5.0  yrs. 


Estimated  Gross  Income  Before  Taxes 

Mean  $124,290. 
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Overall  Success 

"Overall,  would  you  consider  your  franchise  operation  to  be 

very  successful,  somewhat  successful,  somewhat  unsuccessful  or  very  unsuccessful?" 

(n=994) 


2% 
3%        Very  Unsuccessful 
Somewhat  Unsuccessful 


1% 
Don't  Know/  Refused 


47% 
Somewfiat  Successful 


Almost  all  (94%)  of  the  respondents  said  that  overall, 
they  considered  their  franchise  operation  to  be  either 
very  (47%)  or  somewhat  (47%)  successful.  Only  one  in 
fifty  (2%)  said  they  considered  their  franchise  operation 
to  be  very  unsuccessful.. 


47% 

Very  Successful 


Those  respondents  who  tended  to  rate  their  franchise  operation  overall 
as  being  more  successful  included: 

-  respondents  with  incomes  of  $150,(XX)  or  more  (67%) 

-  respondents  who  had  been  in  business  for  1 1  years  or  more  (57%) 


Table  B 

Estimated  Annual  Gross  Income  Before  Taxes 
(n=994) 


Response 

%  Total 

Less  than  $50,0(X) 

26% 

$50,(XX)  to  less  than  $1(X),000 

23% 

$1(X),(XX)  to  less  than  $3(X),(KX) 

26% 

$300,000  or  more 

11% 

Don't  Know 

2% 

Refused 

12% 

'  On  average,  respondents  reported  their  annual  gross  income, 
before  taxes,  as  a  franchise  owner  was  $124,290.  Approximately 
one-half  of  ihe  respondents  (48%)  reported  a  gross  income  under 
$1(X),(XX),  while  sbghtly  more  than  one-third  (36%)  grossed  over 
$100,000. 


Table  C 

Estimated  Total  Investment  Cost 
Including  Franchise  Fees  and  any  Additional  Expenses 
(n=994) 
Response  %Total 

$50,000  or  less  37% 

$50,001  to  $100,000  19% 

$100,001  to  $300,000  15% 

$300,001  or  more  11% 

Don't  Know  4% 

Refused  14% 

Mean    Cost  $147,570 

•  As  would  be  expected,  respondents  reported  a  wide  variety  of 
amounts  of  total  invesuneni  cost  that  they  mcurred  for  their 
franchise.  On  average,  however,  respondents  reponed  investing 
$147,570. 
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Expectations 

Level  of  Expectations  Being  Met  for  Various  Aspects  of  the  Franchise 


Met  Most  of  Your 
Expectations 


Number  of  Hours 

Persona]  Satisfaction  in 
Operating  the  Franchise 


Overall  Satisfaction 

Level  of  Assistance 
Provided  by  Franchisor 


Profit 


Given  Another  Chance... 

"Knowing  what  you  know  now,  if  given  the  opportunity, 

would  you  purchase  or  invest  in  this  same  franchise  business  again?" 

(n=994) 


3% 
Don't  Know/Refused 


Those  respondents  who  tended  to  be  most  likely  to  repeat  their  franchise  investment  included: 

-  respondents  with  annual  gross  incomes  of  $50,000  or  more  (81%) 

-  respondents  who  own  two  or  more  franchises  (79%) 

-  respondents  who  had  been  in  the  business  five  years  or  less  (77%) 
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Comparison  to  Other  Businesses/ Jobs 

Level  of  Overall  Satisfaction  as  an  Ovwier  of  a  Franchise 

Compared  to  Other  Businesses  Owned/Operated  or  Jobs  Held 

(n=994) 


13% 
Less  Satisfied 


23% 
About  The  Same^ 


63% 
More  Satisfied 


Relative  to  other  businesses  they  have  owned  or  operated,  or  other  jobs  they  have  held,  a  majority  of  respondents 
(63%)  reponed  they  were  more  satisfied  with  the  franchise  operation.  Only  slightly  more  than  one-tenth  (13%)  of 
the  respondents  said  that  previous  businesses  they  had  owned  or  operated  or  jobs  they  had  held  proved  to  be  more 
satisfying  than  their  current  position  of  owning  a  franchise. 


American  Workers/Franchise  Owners 


Would  Repeat 
Job  Experience 

%Yes 


Would  Repeat 
Franchise  Experience 

%Yes 


100 

80 
60 
40 
20  H 


J 

39% 

.    / 

y 

r 

100 


80 


60 


40- 


20 


75% 


American  Woricers* 


Franchise  Owners 


'  Results  are  based  on  a  rutionaJ  Gallup  poll  of  n=783  Americans.  18  and  older. 
who  held  jobs,  conducted  in  July.  1991.  with  a  plus/minus  4%  error  range. 
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Relationship  With  Franchisor 

Ratings  of  Working  Relationships  with  Franchisor  Company 
(n=994) 

1% 
Don't  Know/Refused 


Approximately  four-fifths  (79%)  of  the  respondents  rated  their  relationship  with  the  franchisor  company  as  being 
either  excellent  (39%)  or  good  (40%).  Only  6%  of  the  respondents  rated  this  relationship  as  poor. 


Rating  of  Economic  Conditions 

"As  a  business  owner,  compared  to  three  years  ago,  do  you  think 

genera]  economic  conditions  are  better,  about  the  same  or  worse?" 

(n=994;  %  Total) 


16% 

About  The  Sami 


Looking  Ahead 


"As  a  business  owner,  in  the  next  three  years,  do  you  think  general 

economic  conditions  will  be  better,  about  the  same  or  worse?" 

(n=994) 

3% 

10%        DontKnow 

Worse 


For  More  Information 

MPR  Department 

International  Franchise  Association 

1350  New  York  Avenue,  N.W. 

Suite  900 

Washington,  D.C.  20005-4709 

Phone:  202-628-8000 

Fax:  202-628-0812 


The  International  Franchise  Association,  founded  in 
1960,  is  the  oldest  and  largest  association  representing 
franchisors  in  the  world.  IFA  serves  as  a  resource 
center  for  both  current  and  prospective  franchisors  and 
franchisees,  as  well  as  government  and  the  media. 
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INTERNATIONAL  FRANCHISE  ASSOCUTION 

CODE  OF  ETHICS 


SECTION  h  PREAMBLE 

Franchising  is  t  business  relationship  utilized  in  more 
than  65  difTereni  industries.  A  wide  variety  of  franchise 
relationships  exist  between  thousands  of  fi^uichisors  and 
hundreds  of  thousands  of  franchisees.  Business  fomat  fran- 
chising offers  the  best  oppommiiy  for  individuals  who  are  seek- 
ing to  enter  into  business  for  themselves  by  providing  a 
framewoilc  for  a  mutually  benencial  business  relationship. 

In  recognition  of  the  increasing  role  of  franchising  in  the 
marketplace,  and  the  very  beneficial  and  positive  contributions 
of  franchising  to  the  American  economy,  the  membere  of  the 
International  Franchise  Association  believe  that  fraiKhising 
must  reDea  the  highest  siandanls  of  ethical  business  practices. 
This  can  best  be  achieved  by  means  of  a  strong  and  effective 
Code  of  Ethics. 

To  protect  and  to  promote  the  interests  of  consumers, 
franchisees,  and  franchisors,  and  to  ensure  that  this  unique  form 
of  emrepreneurship  continues  to  flourish  with  a  high  degree 
of  success  and  security,  we,  the  members  of  the  International 
Franchise  Association  (IFA),  do  hereby  set  forth  the  follow- 
ing principles  and  standards  of  conduct. 

SECTION  H:  PRINCIPLES 

Franchisors  shall  conduct  their  business  professionally, 
with  truth,  accuracy,  fairness,  and  responsibility. 

Franchisors  shall  use  ethical  business  practices  in  dealings 
with  franchisees,  consumers,  and  government  agencies. 

Franchisors  shall  comply  with  all  applicable  laws  and  reg- 
ulations in  all  business  operations. 

Franchisors  shall  offer  equal  opportunities  in  franchising 
for  minorities,  women,  and  the  disabled. 

SECTION  III: 

COMPLIANCE  AND  ENFORCEMENT 

1.  Applicability.  The  Code  of  Ethics  shall  be  applicable  to 
all  IFA  members  in  their  United  Slates  operations. 

2.  Compliance.  The  policies  and  practices  of  members  shall 
be  consistent  with  the  Code  of  Ethics. 

3.  Enforcement.  IFA  shall  investigate  complaints  concern- 
ing possible  violations  of  the  Code  qf  Ethics  arid,  if  appiupriaie, 
shall  suspend,  terminate,  or  take  other  appropriate  action 
with  respect  to  a  member  which  is  found  to  be  in  violation  of 
the  Code  of  Ethics. 

SECTION  IV:  STANDARDS  OF  CONDDCT 

1.  Franchise  Sales  and  Disclosure.  In  the  advenisement  and 
grants  of  franchises,  a  franchisor  shall  comply  with  all  applic- 
able laws  and  regulations.  Offering  circulars  shall  be  com- 
plete, accurate,  and  not  misleading. 


All  maners  material  to  the  granting  of  a  franchise  shall  be 
contained  in  or  referred  to  In  one  or  more  written  documents, 
which  shall  cleariy  tet  forth  the  terms  of  the  relationship 
■nd  the  respective  rights  and  obligations  of  the  panics.  Such 
documents  shall  be  provided  to  a  prospective  franchisee  on 
*  timely  basis  as  required  by  law. 

A  franchisor  shall  encourage  prospective  franchisees  to  seek 
legal  or  other  professional  advice  prior  to  the  signing  of  a  fran- 
cl^se  igreemem. 

A  franchisor  shall  encourage  prospective  franchisees  to  con- 
tact existing  franchisees  to  gain  a  better  understanding  of  the 
requirements  and  benefits  of  the  busirtess. 

2.  Good  Faith  Dealings.  Franchisors  and  franchisees  shall 
deal  with  each  other  fairly  and  in  good  faith,  which  means  deal- 
ing honestly,  ethically,  and  with  mutual  respect,  in  accordance 
with  the  terms  of  their  frandiise  agreements.  "Good  faith  deal- 
ing" is  not  intended  to  modify  the  terms  of  franchise  agree- 
ments. 

3.  franchisee  Advisory  Cwinrils  and  FVandiisee  Assodations. 
A  franchisor  shall  foster  open  dialogue  with  franchisees 
through  franchisee  advisory  councils  and  other  communica- 
tion mechanisms. 

A  franchisor  shall  r»t  prohibit  a  franchisee  from  forming, 
joining,  or  participating  in  any  franchisee  association. 

4.  Termination  of  Franchise  Agreements.  A  franchisor 
shall  apply  the  following  standards  in  connection  with  the  ter- 
mination of  franchise  agreements: 

(a)  A  franchise  agreement  may  only  be  terminated  for  good 
cause,  which  includes  the  failure  of  a  franchisee  to  comply  with 
any  lawful  requirement  of  the  franchise  agreement. 

(b)  A  franchisee  shall  be  given  notice  and  a  reasonable 
opportunity  to  cure  breaches  of  the  franchise  agreement, 
which  need  not  be  more  than  30  days. 

(c)  A  franchise  agreement  may  be  tetminaied  immediately, 
without  prior  notice  or  opportunity  to  cure,  in  the  event  of  a 
franchisee's  insolvency,  abandonment  of  the  franchised  busi- 
ness, criminal  misconduct  or  endangerment  of  public  health 
or  safety. 

(d)  The  franchise  agreement  may  be  terminated  pursuant 
10  an  express  provision  in  the  franchise  agreement  providing 
for  a  reciprocal  right  to  terminate  the  agreement  without 
cause. 

5.  Expiration  of  Franchise  Agreements.  A  franchisor  shall 
apply  the  following  standards  in  connection  with  the  expira- 
tion of  franchise  agreements: 

(a)  A  franchisee  shall  be  given  notice  at  least  1 80  days  prior 
to  expitation  of  a  franchisor's  intention  rx>i  to  grant  a  new  fran- 
chise agreement  to  the  franchisee. 
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(b)  The  franchisor  may  deteitnine  noi  to  gram  •  new 
franchise  agreement: 

(1)  for  good  cause,  which  includes  the  failure  of  ihc 
franchisee  lo  comply  with  any  lawful  requirement  of  the 
franchise  agreement;  or 

(2)  if  the  franchisor  pemiits  the  franchisee  to: 
(i)  during  the  180  days  prior  to  the  expiration  of 

the  franchise,  sell  the  business  to  a  purchaser  meeting  the 
then-current  qualifications  and  requirements  specified  by 
ihe  franchisor,  or 

(ii)  continue  to  operate  the  business  under  a  dif- 
ferent trade  identity  at  the  same  location  or  within  the  same 
trade  area. 

(c)  The  franchisor  may  deiennine  not  to  grant  a  new 
franchise  agreement  to  a  franchisee,  without  prior  notice,  in 
the  event  of  the  franchisee's  insolvency,  abandonment  of  the 
franchise  business,  criminal  misconduct  or  endangermera  of 
public  health  or  safety. 

(d)  The  franchisor  may  exercise  any  existing  right  to 
purchase  the  franchisee's  business  as  provided  in  the  franchise 
agreement. 

(e)  The  franchisor  may  determine  not  to  grant  a  new 
franchise  agreement  to  a  franchisee  if  the  franchisor  is  with- 
drawing from  the  market. 

6.  Transfer  of  Franchise.  A  franchisor  shall  not  withhold 
approval  of  a  proposed  transfer  of  a  franchise  when  the  fol- 
lowing criteria  are  met: 

(a)  The  transferring  franchisee  is  in  compliance  with  the 
terms  of  the  franchise  agreement; 

(b)  The  proposed  transferee  meets  the  then-current  qual- 
ifications of  the  franchisor. 

(c)  The  lemis  of  the  transfer  meet  the  then-current  require- 
ments of  the  franchisor  and  the  transfer  provisions  of  the 
franchise  agreement; 

(d)  The  franchisor  deiennines  not  to  exercise  a  right  of  first 
refusal  in  accordance  with  the  franchise  agreement. 

7.  Encroachment.  In  determining  whether  to  open,  or  to 
authorize  the  opening  of.  an  outlet  in  proximity  to  an  exist- 
ing franchised  outlet,  that  will  offer  products  or  services 
similar  to  those  of  the  existing  outlet,  a  franchisor  shall  take 
into  account  the  following: 

(a)  Territorial  rights  of  the  existing  franchisee  contained 
in  the  franchise  agreement. 

(b)  The  similarity  of  the  new  outlet  and  the  existing  out- 
let in  tcrnis  of  products  and  services  to  be  offered. 

(c)  Whether  the  new  outlet  and  the  existing  outlet  will  sell 
products  or  services  to  the  same  customers  for  the  same 
occasion. 

(d)  The  competitive  activities  in  the  market. 

(e)  The  characteristics  of  the  market. 

(f)  The  ability  of  the  exisung  ouUet  to  adequately  supply 
anticipated  demand. 


(g)  The  positive  or  negative  effect  of  the  new  outlet  on  the 
existing  outlet. 

(h)  The  quality  of  operations  and  physical  condition  of  the 
existing  outlet. 

(i)    Compliance  by  the  franchisee  ofihe  existing  ouOet  with 

the  franchise  agreement. 

(j)    The  experioice  of  the  ftancJiisor  in  similar  drcumstances. 

(k)  The  benefit  or  detriment  to  the  franchise  system  IS  a 
whole  in  opening  the  new  outlet. 

0)  Relevant  information  submitted  by  existing  fran- 
chisees and  the  prospective  ftanchisee. 

8.  Alternative  Supply  Sources.  A  franchisor  may  offer  a 
turnkey  business.  A  franchisor  may  require  that  franchisees 
purchase  products  and  services  which  utiUze  or  embody  the 
franchisor's  trade  secrets  or  propriaary  processes  or  ingredients, 
or  for  which  it  is  not  practical  to  issue  specifications  or  stan- 
dards, from  the  franchisor  or  a  supplier  seleaed  exclusively 
by  the  franchisor.  A  ftanchisor  will  permit  franchisees  to  obtain 
other  equipment,  fixtures,  supplies,  and  services  from  sources 
chosen  by  the  franchisee,  provided  that  the  chosen  suppliers 
demonstrate  to  the  franchisor's  reasonable  satisfaction: 

(a)  that  the  supplier  meets  the  franchisor's  specifica- 
tions, standards  and  requirements  regarding  quality,  variety, 
service,  safety  and  health  for  the  equipment,  products  and  ser- 
vices supplied  and  the  facilities  used  in  the  production  and  dis- 
tribution of  such  equipment,  products  and  services; 

(b)  that  the  supplier  has  the  capacity  to  supply  franchisee 
requirements; 

(c)  that  the  supplier  has  a  sound  financial  condiuon  and 
business  reputation;  and 

(d)  that  the  supplier  will  supply  equipment,  products  or 
services  to  a  sufliciem  number  of  franchisees  of  the  franchisor 
to  enable  the  franchisor  to  economically  monitor  compli- 
ance by  the  supplier  with  the  franchisor's  specifications, 
standards  and  requirements. 

9.  Disputes.  Whenever  practical,  a  franchisor  shall  make  a 
diligent  effon  to  resolve  disputes  with  a  franchisee  by  negoti- 
ation, mediation,  or  internal  appeal  procedures.  A  franchisor 
will  consider  the  use  of  additional  alternative  dispute  resoluuon 
procedures  in  appropriate  situations  to  resolve  disputes  that 
are  not  resolved  by  negotiation,  mediation  or  internal  appeal. 

10.  Discrimination.  A  franchisor  shall  not  discriminate  in 
tJK  operations  of  its  franchise  system  on  the  basis  of  race,  color, 
religion,  national  origin,  age.  disability  or  sex.  A  franchisor 
may  grant  franchises  to  some  franchisees  on  more  favorable 
terms  than  are  granted  to  other  franchisees  as  pan  of  a  pro- 
gram to  make  franchises  available  to  per^ns  lacking  capital, 
training,  business  experience  or  other  qualifications  ordinar- 
ily required  of  franchisees.  A  franchisor  may  implement 
other  affirmative  action  programs. 
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